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PREFACE 


This book is intended to meet a need which is daily becoming 
more vocal and insistent, the need for a simple and lucid 
account of the mechanism of economic society. 

I have so frequently seen the utter bewilderment of be¬ 
ginners, adults as well as adolescents, on facing economic text¬ 
books. Of one of these it has even been proudly remarked that 
“to understand it was a good intelligence test.” I have tried to 
avoid similar obscurity and profundity. I have written in the 
simplest language. I have given illustrations from everyday 
life. I have written, in a word, for beginners who come to 
the study of Economics from varying motives, either from a 
genuine desire to seek an explanation of the mechanism of 
which they are a part or, as students, from the more utilitarian 
need of passing the examinations set by Schools and 
Universities. 

The study of economics is encroaching very rapidly on the 
school curriculum, and the students for the School Leaving 
Examinations need special guidance in a new study and 
through the labyrinth of theories and discussions which many 
economic text-books contain. The adult student who is begin¬ 
ning the study of economics finds that many books which are 
recommended to him are (as so many have told me) “mere 
words.” I have tried to advance from the simple to the com¬ 
plex, to use the reader’s knowledge and daily experience on 
which to build the groundwork of economic science. 

This book does not, of course, claim to be an addition 
to the body of economic knowledge. It merely attempts to 
give an introductory account to the beginner. The method I 
have adopted is to write clearly, and when controversy over 
a problem is acute, to state as fairly as I am able both sides 
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and to show where further information on the difficulty can 
be obtained. 

This book will especially meet the needs of the growing 
body of students who are preparing to pass the syllabus in this 
subject for the School Leaving Examinations, for I have care¬ 
fully tested the book with such candidates. In order to avoid 
difficulty and to help in the actual learning, I have at the end 
of the book added a summary of each chapter as well as ques¬ 
tions on the matter contained therein. The questions have 
in most cases been taken from the examination papers set by 
various authorities. These should prove useful to schools as 
well as to adults beginning the study of so complex a science. 


PREFACE TO THE THIRD EDITION 

To this new edition, I have added four chapters on some of 

the economic problems of the twentieth century. For the pace 

of economic change has gathered momentum. New research, 

new experimentation, new “plans,” the impact of politics on 

economics, have all contributed to economic growth. 

I am indebted to many books and journals; more especially, 

I must acknowledge my debt to the Information Service of the 

Association for Education in Citizenship. In the choice and 

presentation of the matter, I have been guided by the demands 

of the Higher School Certificate Examinations, and above all 

by the needs of the young men and women who are coming 

to the study of economics without any previous teaching or 
training in the science. 


August, 1946 


V. C. 
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CHAPTER I 


WORK AND WANTS 

If the Martians ever sent a deputation to study the Earth and 
its inliabitants, their Report would read strangely to our ears. 
Its compilers would no doubt marvel at the greenness of our 
fields and the blueness of our skies; they might comment 
learnedly on the greater force of gravity on this planet. But 
they would probably reserve their greatest surprise for giving 
their account of the inhabitants of the Earth. For they could 
not but note how on the Earth, and especially in the more 
advanced portions, everybody worked, all appeared busy. 
Some were digging the soil, others fishing in the seas, 
and others again working down mines. In large shelters there 
were many making clothing to protect their bodies from the 
cold and wet, whilst others were hammering away in larger 
sheds making articles from the trees which grew on the earth’s 
crust or from the metals which had been dug from the soil. 

at a railway station of any 
city, they would have seen passengers alight and stream to 
their tasks with the confidence born of habit and of a known 
goal. They would have seen trains come and go with a 
regularity that implied careful planning and organisation. In 
the towns themselves, they would note the pleasure-seekers, 
the palatial shops, the crowded thoroughfares. And a close 
observation would show them the great variety of food, the 
water supply in every house and lighting in every street. 

Occasionally they might be puzzled at the tragic sight of 
one set of workfolk trudging to seek work in the cities, and 
crossing others seeking work in the country, or of some houses 
well stocked with luxuries whilst in other homes there was 
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want. But in summing up their Report, the Delegates would 
record that on Earth most people appeared to work, and that 
there apparently existed some Order and Method in all the 
varied and multifarious tasks performed. 

And, indeed, that would not be an untrue picture of the 
economic situation. Apart from any desire to be healthily 
active, Man works for an economic purpose. Man works 
because he has wants to satisfy. He is born naked into the 
world, and in order to live he requires food, clothing and 
shelter. These can be obtained only as a result of effort. A 
man may produce any of these articles for his own personal 
use, and among primitive peoples most of these wants are 
satisfied directly. If primitive man, or a Robinson Crusoe, 
wants a shelter, he builds one; if he wants food, he hunts 
for it. 

In our modern complex economic life, however, the satis¬ 
faction of our wants is, in most cases, indirect. If food is 
wanted, work is indeed performed, but very rarely is it the 
growing or the hunting of food. For whatever work is done, 
a money wage is received (that is, the work is exchanged for 
money) and with the money so received the food is bought 
(that is, the money is exchanged for the food). The simpler 
the economic life, the more direct is the relation between the 
effort and the satisfaction of wants. But in all cases the im¬ 
pulse to economic activity comes from the desire to satisfy 
our wants. We work because we have wants. 

I 

Both the terms Work and Wants need clearer definition. 
Work has been frequently classified as Productive or Un¬ 
productive Labour. It was considered that labour was pro¬ 
ductive when something apparently concrete and tangible was 
made; for example, when corn was grown or when iron was 
mined, but that labour was unproductive when no change 
occurred in the character of the commodity; as, for example, 
when an article was sold over the counter of a shop. 

A closer analysis soon shows, however, how inconsistent 
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such a classification really is. For were it correct, then the 
farmers of the prairies of the Far West would be productive 
labourers, while the sailors who carried the wheat to England 
would be unproductive; the coal miners round Newcastle 
would be productive workers, but the merchant who sold the 
coal to the housewife in London would be unproductive. 

Yet, in all these cases, the sailors and the merchant supply 
a want. The wheat left on the prairies might be compara¬ 
tively useless; to food-importing England it is an urgent 
necessity; Newcastle coal satisfies a most intense want in 
London. It has therefore to be admitted that Commerce and 
Transport are productive occupations, and that all those 
engaged in the commercial and transport industries, such as 
clerks, agents, commercial travellers, book-keepers, etc., are 
productive workers. They form part of the machinery of pro¬ 
duction. Without their activities, wants would either not be 
satisfied or only satisfied with greater difficulty than at present 
exists. Of course, every employer finds their efforts essential 
to his business. 

The same reasoning can be applied to embrace the activities 
of judge and doctor, of scientist and of policeman. They all 
help to satisfy human wants. They are therefore all producers. 
The doctor satisfies the want for health, the judge satisfies 
the want for justice, the policeman satisfies the want for order, 
the scientist ultimately eases the strain of toil and so makes 
effort less irksome. 

There is just a slight difference. The miner satisfies the 
want for coal or gold or oil; that is, he satisfies a material 
want, he supplies commodities. The doctor or lawyer satisfies 
a want which may not be so tangible but which nevertheless 
is just as urgent. They supply services. 

'rhere is, of course, unproductive labour, but that is simpiv 
labour that satisfies no human want. Very few would toil at 
such tasks. It does, however, happen that labour has been 
expended on making an article, which when completed is 
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found to be useless, either because nobody wants it or because 
of faulty planning. For example, a building is erected and 
the foundations are found to be defective, or a bridge is con¬ 
structed which collapses when opened, or a reservoir is built 
which is found to contain a leak. The labour and the effort in 
these cases were misdirected; the intention was to satisfy a 
need, although it failed in this purpose. 

Consequently, by itself labour cannot be described either as 
Productive or Unproductive. All industries, whether Extrac¬ 
tive Industries, such as agriculture or mining, or Constructive 
Industries, such as the iron and clothing industries, or the 
Commercial Industries, such as the businesses which buy the 
raw material to sell to the manufacturer, or those which buy 
from the manufacturer to sell to the final consumer, or the 
Transport Industries which carry the raw material or the 
manufactured goods to the place where they are wanted and 
to the people who want them;—all these industries are Pro¬ 
ductive industries, for they all satisfy human wants. All those 
who take part in them are producers. There is one simple test. 
If labour satisfies a want then it is productive; if it fails to 
satisfy a want then it is unproductive. 

Of course, there are different kinds of labour. The miner 
generally works harder than the clerk, the skilled engineer 
does different work from that of the navvy, the research 
chemist does more responsible work than a typist. Attempts 
have consequently been made to classify the forms of labour - 
into Mental and Manual, Skilled and Unskilled, Responsible 
and Automatic. But although there are differences they are 
rather of degree than of any fundamental kind. One type 
gradually shades into another and the division is never rigid. 
Some skill is required to do even the most unskilled task, 
some mental effort is needed to do even the simplest manual 
work, some responsibility is assumed even by the most auto¬ 
matic worker. The classification may be useful onlv if it is 
remembered that it is not intended to be rigid. 
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The term WanU too has a specialised meaning that needs 
explanation. Wants have been divided into Necessities, Com¬ 
forts and Luxuries. Bread, we must have, it is a necessity; 
coffee is a comfort, we could instead drink water; wine would 
be a luxury. Producers supply all these wants. Now, at any 
given moment, it may be possible to divide our wants into 
this threefold classification, but in the long run, it becomes 
very difficult. For necessities, comforts and luxuries are only 
a matter of degree, changing with time, with incomes, with 
people. The motor car is rapidly passing from the luxury 
stage to the comfort stage, and to some it has already become 
a necessity. 

Even if the want is not an actual physical necessity it may 
be a Conventional necessity. People with large incomes regard 
wines and cigars as a social necessity, the clerk would so regard 
his black coat, whilst even the navvy, poor though his wage 
may be, will have his smoke. 

In any case, necessities, comforts and luxuries are all wants, 
and producers attempt to satisfy them all. Of course, every 
person wants the comforts and the luxuries of life. Wants by 
themselves, however, have little economic results. A want must 
not be a whim. The only wants that have any economic con¬ 
sequences are those which are backed by a willingness and 
by the ability to purchase the commodity or service desired. 
A poor man may want a holiday, but if he has not the ability 
to pay for it he has to forgo his want. A millionaire may 
want to display his wealth on his walls and artists will paint 
pictures for him, although he may not be able to appreciate 
them. Producers, then, produce only those commodities and 
services which satisfy an Effective want. 

Wants, too, create wants. The human appetite appears to 
be insatiable; no sooner is one want satisfied than human 
nature clamours for another. Candle light satisfied our great¬ 
grandfathers, our grandfathers were content with gas, we want 
electricity. Our fathers were happy with plain lantern slides. 
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we want ‘movies” and then “talkies.” Our parents were proud 
of their plain, ordinary trains, we want to fly. It is the skill, 
the ability and the initiative of producers which encourage and 
supply these new wants. 

If wants are numberless, they are also in a sense competitive. 

We want to travel—we have the choice of rail or road or car. 

We are thirsty—we can drink cocoa or coffee or tea. We can 

go either to the theatre or to the cinema for amusement. We 

can use gas or candles or electricity. That is, one want can be 

substituted for another. Wants are therefore competitive or 

alternative. Even the want for such an urgent necessity as 

bread can be satisfied by wheat bread or rye bread or potato 
bread. 

In addition, some wants are complementary. There is a 

want for pen and ink, one is almost useless without the other. 

The demand generally is for a pipe and tobacco, for shoes 

and laces, for a table and a chair. These commodities are 

demanded jointly. Even if one commodity satisfies a want by 

itself, the satisfaction may be increased when it is used together 

with the other. Bread is wanted and butter is wanted, but 

together they give a greater satisfaction still. To those who 

take sugar, the same would apply to tea and sugar. What is 

the use of a table cloth without a table or of a car without 
petrol,? 

Moreover, although wants are limitless, they are limited in 
their capacity for satisfaction. For example, one clock in a 
room yields a certain satisfaction, a second would not yield 
as much, a third might become a positive worry, a fourth 
a nuisance. Two sewing machines would not yield double 
the satisfaction of one. One hour of music , would be delight¬ 
ful, a second would be enjoyable, a third would be tolerable, 

a fourth would be an ordeal (except for a very small section of 
the community). 

This tendency to diminishing satisfaction from wants 
applies to all wants, whether necessities, comforts or luxuries. 
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One loaf of bread would give, say, to a starving man, an 
immense satisfaction, for it would satisfy an urgent want. A 
second loaf would not give double that satisfaction, a third 
might actually be wasted, a fourth thrown away. If water 
were rationed, the first pint would be carefully stored away 
for drinking, if a second pint were allowed washing might be 
thought of. A third might perhaps make possible the cooking 
of food, a fourth and a fifth would be used for less urgent 
purposes till a point would be reached when water would be 

wasted. 

Lastly, to complete these characteristics of economic wants, 
producers are never concerned whether wants are good or bad. 
So long as a commodity or service is wanted, so long will 
producers try to satisfy the want. Alcohol may be harmful, 
but so long as people want it, so long will it be produced. 
Coarse literature may be degrading, but whilst it is wanted, 
authors will write it, publishers issue it, and booksellers sell it. 
The question v/hich producers are constantly putting to them¬ 
selves is: Will it sell? that is, will people want it? and they 
will set the machinery going to supply the want. 

Man is the centre of this economic picture. He has wants, 
he works to satisfy his wants. He may want all sorts of com¬ 
modities, good and bad, necessities and luxuries. Producers 
will do their best to satisfy these wants. Man is both consumer, 
asking for these wants, and producer, supplying these wants. 

The Science of Economics deals, among other problems, 
with this problem of production and of consumption. 
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Production, it has been seen, is the process by which goods 
and services are made available for the satisfaction of wants. 
The product, therefore, whether a commodity or a service, 
must obviously then possess some Utility. In its simplest form, 
then, Production is the creation of Utilities. 

The term Utility, however, has a specialised meaning in 
Economics. It is not so wide as the ordinary meaning of the 
words, useful or beneficial. Drink or tobacco may not be 
useful or beneficial, but as they both satisfy a want, they 
possess Utility. For wants, it has been seen, may be good or 
bad, although producers try to satisfy them dl. Quinine 
may be very unpleasant to take, but it possesses utility, for it 
satisfies the want of the sick person seeking health. 

All human wants therefore can be said to possess Utility. 
Very fortunately some wants are obtained freely. Air and sun¬ 
light are both necessities of life; they both satisfy a most 
intense want; but all, rich and poor, idle and industrious, can 
possess them. Their supply does not entail any economic 
activity, no economic effort is needed to obtain them. They 
are economically Free Goods. 

Most wants are not earned so easily; effort of some kind is 
essential. Of course, the effort need not be made by the actual 
person who wants to enjoy the satisfaction. Most parents make 
efforts to satisfy the wants of their children, some children 
make efforts to satisfy the wants of their aged or sick parents. 
Some persons still enjoy the satisfaction of their wants as a 
result of efforts made by their ancestors. In all cases, how¬ 
ever, effort was necessary for the satisfaction of wants. 
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Production is the creation of Utilities, but in fact the process 
of production is not complete until the person who wants 
the commodity or service actually enjoys it. The miner who 
digs coal really takes coal from the bowels of the earth, 
where it can satisfy no want, and brings it to the surface where 
it does. He supplies therefore a Utility of Place. But so does 
the shipper who carries the coal from Cardiff to Rouen, as 
well as the grocer who keeps a stock of goods in anticipation 
of the wants of his customers. 

The coal mined in South Wales may be very useful in 
summer, but it obviously satisfies a greater utility during the 
winter months. The coal merchant, then, who stores the coal 
over the summer to sell during the winter, supplies a utility; 
a Utility of Time. 

The lumbermen of Canada supply a utility; they fell the 
trees and convert them into cumbersome logs; they supply a 
Utility of Form. But so does the woodworker who takes these 
logs and makes of them the tables and chairs for our homes. 

Coffee, we are told, is wasted in Brazil; those who convey 
it, therefore, to our areas create a Utility of Place. There is 
no difference in the amount of satisfaction obtained from the 
use of ice, whether the ice is imported or manufactured on 
the spot. An overcoat has, of course, greater utility during the 
winter than during the summer. A delicate watch spring has 
greater utility of form than the rough metal at the mine head. 

Utilities of a more personal and individual nature are sup¬ 
plied by the surgeon’s skill, the musician’s touch, the preacher’s 
voice, the teacher’s power of communicating knowledge. Pro¬ 
duction is the creation of utilities, but it is also well to re¬ 
member that the Utilities may be Utilities of Form, or of Time 
or of Place or even Personal Utilities. 

^n actual case of production might illustrate these terms 
even better. Let us take the Productive Processes entering into 
the making of our clothes. 

Sheep farmers begin by rearing sheep, they supply a Utility 
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of Form. The sheep shearer cuts the wool, he, too, supplies 
a Utility of Form. Through the agency of shippers and 
bankers the wool is carried to the Wool Merchant; they supply 
a Utility of Place. The Wool Merchant sells the wool to the 
Spinners (again Bankers and Transport Agencies are em¬ 
ployed). He, too, supplies a utility of Place. The Spinners 
pass the wool to the Weavers, they supply a Utility of Form. 
The Weavers now send the Wool to the Cloth Merchants, 
supplying a Utility of Place, the Cloth Merchants transmit 
the wool to the Tailors and the Tailors to the final Consumer, 
the custonver who buys a suit of clothes. 

Production then is quite obviously a very lengthy process. 
In addition there was clearly a consumer at every stage of 
production. The wool merchant is the consumer of the pro¬ 
duct of the sheep farmer, the spinner of that of the wool 
merchant, the weaver of that of the spinner, the cloth mer¬ 
chant of that of the weaver, the tailor of that of the cloth 
merchant. The Final Consumer was the person who bought 
the suit of clothes from the tailor. The other consumers only 
represented stages in the process of production. In these stages 
other commodities were used in addition to the wool. The 
bales had to be packed—sacks, nails, boxes, coal, machinery and 
a quantity of other commodities, as well as the services of 
banker and solicitor, all contributed to the final consumption 
of the wool. 

A distinction is therefore sometimes drawn between that 
act of consumption which is but a stage in production and 
the final act of consumption. The sacks, packing cases, nails, 
etc., used or “consumed” in carrying the wool to be consumed 
by the merchant or spinner or weaver were used for Produc¬ 
tive Consumption. They are Production Goods. 

The final suit of clothes, bought in the tailor’s shop is used 
for Unproductive Consumption. The suit having satisfied 
the direct want of the final consumer is called Consumption 
Goods. 
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This does uot mean that one type of consumption is superior 
to the other, but simply that Productive Consumption is not 
an end in itself but simply a means to the ultimate satisfaction 
of the Final Consumer. 

Producers try to satisfy all the effective wants of Man, but 
the most cursory survey shows that different people produce 
different things (that is, they satisfy different wants) that some 
people have greater skill than others, and that some people are 
more efficient at the productive effort. It would obviously be 
to the advantage of every person and of every community to 
be as productive as possible. Why then are some countries 
and some people more productive than others? What are the 
conditions which influence productivity? 

In a primitive community, those who are more skilled at 
fishing obtain a better catch than those who are not so gifted; 
those who hunt harder obtain more food than the idle. Would 
the same be true in our complex economic civilisation? The 
answer to this question involves an analysis of the Factors of 
Production; that is, of the means which must exist before pro¬ 
duction can begin at all and the combination of which makes 
possible the satisfaction of our wants. 

The two fundamental requisites are Land and People who 
work, that is, then. Labour. In the strictest sense nothing else 
is needed and nothing else exists. Naked, Man came on to the 
Earth, and his activity has created our industrial civilisation. 

It is possible to conceive a naked man wrecked on an islet, 
and by his activities surviving, and even improving his 
economic condition. Such a simple and difficult state would, 
however, be so remote from our present conditions that it 
could serve for little more than a pleasant exercise of the 
imagination. 

Land is f)nc essential to production—to grow food upon, 
to build upon. The more fertile, then, the land the greater will 
be the product. The term Land cannot be confined to the 
surface of the earth alone, for bound up with the surface are 
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the minerals beneath and the climatic conditions above, and 
akin to and connected with the land are its natural forces, its 
waterfalls, its tides, its wind, and its animal and vegetable 
life, all of which affect production. Because the term land 
is given such a wide meaning, some writers prefer to use the 
term Natural Resources or the Gifts of Nature to include 
all these elements; but Land is still the simplest term, and, 
if it is remembered that it includes all these elements then 
its importance as a Factor of Production will be duly ap¬ 
preciated. 

In the Extractive Industries, land must play the predominant 
part; in such industries as agriculture, mining and lumbering, 
the nature of the soil is all-important. It would be more than 
useless to try to grow wheat in the Sahara or to go lumbering 
on the prairies or to mine where there was nothing to mine. 
Compared with the manufacturer the ,farmer is relatively a 
passive agent in production. He decides the crop (even tiat 
may be decided for him by the nature of the soil), he pre¬ 
pares the ground, he sows the seed and the rest he leaves to 
Nature. 

The manufacturer has a greater choice of activity, for he 
has greater control over the processes of production. The 
Extractive Industries do not therefore offer the same scope 

for initiative and organisation as do the Constructive or even 
the Transport Industries. 

Production, then, will be greater where the land is fertile, 
where minerals are plentiful, where the natural sources of 
power are abundant and easy to obtain. 

Land, too, has a singular property, for, whereas the supply 
of people s labour is capable of large increase the supply of 
land is relatively limited. Some land can be reclaimed from 
the sea, and in Holland large areas have been so regained, but 
the proportion to the total land mass is exceedingly small. 
(The supply of labour can be said to be elastic, the supply of 
land inelastic^ Indirectly, however, the productivity of land 
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can be increased by two human agencies, by science and by 
transport. 

Land which formerly was not worth cultivating has become 
productive by the application of agricultural chemistry, by 
scientific fertilisation, by a scientific rotation of crops, by skil¬ 
ful drainage and irrigation. By such methods has a swamp 
like the Fens become a giant corn-growing area; rustless wheat 
has made Manitoba a granary in North America. Similarly, 
the return from land has been increased by the inventions and 
the improvements in transport, so that areas which had been 
left uncultivated because they were too remote and die ex¬ 
pense of carriage too high have become food-producing centres 
of the world. The tramp steamer opened up the prairies of 
North America, the Suez Canal opened up the Eastern areas 
to the West. But in spite of land reclamation, of science, of 
transport, it is still true that the available supply is relatively 
inelastic. 

It is the application of effort to land that creates all wealth. 
The gifts of nature have to be made available to satisfy wants, 
and it is only by the directing skill of human labour that 
wealth is created. Now what makes labour productive.? Some 
workers are well-paid and some poorly-paid. People doing the 
same kind of work but living in different countries earn 
different rates of pay. Why.? 

The better the health and the greater the strength of a 
people, the greater will be their productivity. From this 
point of view. Health Acts are a good social investment, for 
they ultimately increase the productivity of the nation. Statis¬ 
tics indicate, for example, that production suffers far more 
from ill health than from strikes. 

The mental qualities of a people have also a profound 
influence on production. The more intelligent worker or 
organiser can use his powers to better advantage than can the 
fool. He generally possesses, in addition, more ambition, finer 
judgment and greater perseverance. Education Acts, which 
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seek to train the mind, are like the Health Acts, a sound 

national investment, apart from any question of their political 
desirability. 

In addition, the productivity of a people is influenced by 
the conditions of employment. If the work-places are well 
ventilated, well lit and kept at a healthy temperature and 
situated amidst surroundings which are cheerful, the effect on 
output is pronounced. The study of Industrial Psychology 
has shown the industrial value of comfortable seating, of 
proper work-pauses, and of a happy working atmosphere on 
the efiiciency of the worker and on his productive capacity. 

Economic conditions, too, react sharply on the output of 
people. If the hours of labour are excessive the product ulti¬ 
mately declines. Even a relatively short day may mean ex¬ 
cessive toil; for example, in comparing the ten-hour day of a 
hand worker with the eight-hour day of a machine worker, it 
IS well to remember that in the latter case the machine sets 
the pace and the leisurely effort of the craftsman is replaced 
by the monotonous work of the machine minder. During the 

war It was found that the output of munition workers actually 
increased when hours were reduced. 

Lastly, the efficiency of the labouring population is inter- 
^vined with the wage that they receive. It is a kind of circle. 
High efficiency leads to high wages, high wages lead to high 
efficiency. The greater a man’s service to production, the 
higher is his wage and the more is he able to consume, and 
conversely, die higher a man’s standard of living the more 
capable is he of rendering efficient service. 

As between individual workers, their efficiency depends 
(panted that they are of equal strength and intelligence and 
of the same earning capacity) upon the manner in which 
their earnings are spent. In one case the wage may be used 
carefully and methodically, in another it may be v'csted or 

spent harmfuUy. The manner of the spending wiU ultimately 
react on efficiency, and, consequently, on output. 
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The Land and its People are the two essential factors in 
production, but the term People or Total Population is not 
by any means identical with the number of actual workers. 
Some of the Population may not be able to work because they 
are either too young or too old. A population which included 
a large proportion of young or of old (granted that other 
factors were equal) would not be so productive as one in which 
the working population was more numerous. It has been 
remarked that new countries to which emigration is con¬ 
siderable, benefit from the fact that the unproductive age of 
the immigrants has been spent elsewhere. It might be sound 
policy, economically, to kill off unwanted children and useless 
old folk, and among some peoples this has actually been done, 
but the number of sound workers would ultimately fall, for 
no children would replace them and the productivity of 
workers might decline if they lacked the advice and the 
stimulus of the old. In any case, the economic motive is nor 
the ruling motive in our civilisation and motives of humanity 
would check such a reckless search for economic efficiency. 

Even if two communities were identical in the age-com¬ 
position of their people and in their working population, one 
community might be more productive than the other because 
its people were more intelligent, stronger, healthier and more 
happy in their work. Mere numbers give no true indication 
of the productivity of a people. Population and Labour Supply 
are rarely identical. 

In modern civilisations there are, in addition, many who 
might be highly efficient workers but who have no need to 
work to satisfy their wants, for they possess prc.perty which 
they can lend and they receive in return part of the wealth to the 
creation of which their loan has contributed. If, for example, 
they own land, and land we have seen is essential to produc¬ 
tion, they can lend their land to those who need it and receive 
in return part of the produce of that land or a money payment 
with which they can satisfy their wants. The productivity of 
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a community would be obviously increased if those who have 
no need to work did in fact work. 

Fundamentally, then, all our wants can be satisfied by the 
application of human effort to the bounties of nature. But the 
product would indeed be meagre. Man could gather fruit 
from the trees, he could scratch the earth with his fingers, he 
could fight a life and death struggle with wild animds. But 
life under these conditions would be “nasty, brutish, and 
short.” From the first, then, Man learns the value of saving 
seed, of using a stick to till the earth, of acquiring weapons 
to hunt animals. So emerges the world’s Capital, which in 
combination with Land and Labour eases human toil and 
increases production a thousandfold. 

In its widest sense, then. Capital includes all the improve¬ 
ments which Man has made, from the invention of fire and 
the wheel, to the world’s buildings, its machines, its railways, 
its dockyards, its roads, its harbours, its bridges. If wealth 
consists of those commodities and services which satisfy wants, 
Capital is that part of wealth which is used for further pro¬ 
duction. In the last hundred years, the increase of Capital, 
especially in Western Europe and America, has been so 
enormous that an immensely larger population has been kept 
in comparative comfort. We say that the Standard of Life 
has risen; food is better, homes more comfortable, amuse¬ 
ments more varied; in a word our wants have increased and 
with the aid of Capital they have been satisfied. 

By itself, a machine is worthless. What gives it value is the 
knowledge of how to use it. Without the knowledge of steam 
our railway engines are useless. Without the knowledge of 
navigation, our sea-borne commerce would cease, although the 
ships might be grander than ever. Knowledge too, then, is 
part of the world’s Capital. It accumulates steadily, each 
generation, in a sense, starting where the previous generation 
left ofiF. “We stand on the shoulders,” so to speak, “of our 
fathers and see further.” 
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If a malignant disease attacked Mankind, the chief symp¬ 
toms of which were that Man forgot his knowledge, then 
in a very little time, in spite of our dockyards, wharves, 
harbours, trains, machines, he would be reduced to grubbing 
the soil for food, and would die of starvation and exposure. 

If a machine, then, can be regarded as Material Capital, then 
the knowledge of how to use the machine, which is equally 
important, is Non-Material Capital. It includes the doctor’s 
learning, the scientist’s scholarship, the engineer’s craft. By 
its provision of schools the nation sees to it that this learning 
is not forgotten and that this Social Heritage should be passed 
on to enrich the future. 

Not all knowledge is of economic value. Some knowledge 
may have no utilitarian value at all. Of what use economi¬ 
cally would be the knowledge that, say, Bacon wrote the 
“works of Shakespeare,” if that were proved, or that the Gun¬ 
powder Plot was never plotted? Some knowledge may even 
render previous knowledge out of date. The knowledge of 
steam navigation has replaced the old sea lore of the sailing 
craft. Some knowledge may even be destructive of produc¬ 
tion, for explosives and poison gas can destroy human beings 
and their accumulated capital at a rate that impoverishes the 
world. On the whole, however, knowledge is creative and 
productive. Capital consists then of all the accumulated re¬ 
sources of Man which are used for further production. 

Capital therefore plays a double part. It is itself a part of 
Wealth and the result of productive effort. It is also a Factor 
in Production, and is so required for further productive effort. 

In some ways, Capital resembles Land. Capital and 
Land are both “worked on” by Labour—thev are inactive 
factors of production. It is the active and directing force;, of 
Labour, working on Land and Capital, which create wealth. 
In modern communities both—Land and Capital—arc 
privately owned, so that their owners receive rewards for 
loaning this private property to those who need it for pro- 
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ductive purposes. It is this which gives them a claim on the 
productive resources of society. In addition, both Land and 
Capital can be separated from their owners, whereas Labour 
of course cannot be separated from the labourer. But Land 
and Capital also differ. Land is a natural factor; it is already 
there, whereas Capital has to be created, it is a product of 
Labour. Land too is relatively limited in supply. Capital can 
be enormously increased. Land, as a gift of nature, is in¬ 
destructible, capital is constantly being consumed and must as 
constantly be replaced. 

The Capital of a company, or of any business, is generally 
expressed in terms of money, but quite obviously it is not in 
the form of money. The capital of the business really consists 
of the buildings, the plant, the machinery, the patent rights, 
the store of raw material, the goodwill, the stock of finished 
goods waiting to be sold, and a certain amount of cash for 
current expenses. For the sake of clarity these have been 
divided into Fixed and Circulating Capital, 

Capital which is capable of giving repeated service is called 
Fixed—such as the buildings, the plant, the patent rights, the 
goodwill. Capital which can give service only once, such as 
the raw material, the finished goods and the money, is called 
Circulating Capital. 

Money which to the individual business is Circulating 
Capital, because it is used only once, when making purchases, 
is however to Society, Fixed Capital. For like a machine it 
wears out slowly, the same coin can be used again and again 
and it behaves like a machine which facilitates exchange and 
therefore helps in production. 

Land, Labour and Capital are the three requisites of pro¬ 
duction. Their skilful combination makes possible the satis¬ 
faction of our wants; they form the bases of Economic 
Society. 
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SPECIALISATION OR THE DIVISION OF LABOUR 

Perhaps the most astonishing feature of modern economic 
society is that thousands of people spend their working lives 
producing things which they do not want, and cannot use, 
and that each person trusts that there are others producing 
those things which he himself wants. The astonishment 
becomes greater when it is seen that in this apparently unco¬ 
ordinated productive machine there is no chaos, but some sort 
of order. 

Of course, such industrial conditions have not always existed. 
Once upon a time Man may have satisfied his wants by his 
own efforts. His life then must have been precarious, and his 
chance of any leisure or refinement remote. 

Families may have tried to provide for themselves the food, 
the shelter, the clothing they needed, but their wants must 
have been limited and meagre. In our modern civilisation, no 
Man, no one Family, can produce for itself all its needs. For 
even in a large Group, if every member worked as hard as he 
could, there might not be any one among them with the neces¬ 
sary ability, or the region in which the Group lived might not 
contain all the things they needed. 

The outstanding feature, therefore, of our Industrial Civili¬ 
sation is the Division of Labour. All labour, every task, is 
divided and sub-divided until each workman becomes a 
Specialist, doing only a fraction of the whole. Yet, what from 
the point of view of the individual is Specialisation, is from 
the point of view of Society, Co-operation. Each specialist 
does his share, which dovetails into the whole. For the \s'ork 
each does is not haphazard, and the small share each per- 
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forms fits into a planned scheme. The closer the Specialisation, 
the greater must be the co-operation amongst the specialists, 
so that any shock to a part ultimately reacts on the whole 
world. 

The classic statement on this development in industry is that 
given by Adam Smith. He was so impressed with the im¬ 
portance of the Division of Labour that he devoted to it the 
first three chapters of his famous book, “The Wealth of 
Nations.” He begins “The greatest improvements in the pro¬ 
ductive powers of labour, and the greater part of the skill, 
dexterity, and judgment with which it is applied seem to have 
been the effects of the division of labour.” He took as an 
example the making of a pin in a factory employing ten men. 
He showed that if each man tried to make an entire pin by 
himself he might make one pin by the end of the day, but 
that by the application of division of labour, one man drawing 
out the wire, another cutting it, a third pointing it, and so on, 
48,000 pins were produced in a day. 

Even amongst the most primitive of men the economy of 
specialisation must have been noted and work divided accord¬ 
ing to age and sex. Children could not do the work of adults, 
or women that of men, the old could not do the work of those 
in the prime of life, or the feeble that of the robust. Manual 
dexterity and mental dexterity must have been recognised and 
tasks allotted accordingly. 

According to John Stuart Mill, there are two forms of this 
cooperation, or division of labour. Simple Cooperation is 
achieved when several people combine together to perform 
a task which is beyond the strength of any worker singly, as 
when many join to lift a weight which is too heavy for one. 
And Complex Co-operation takes place when a task is divided 
into different parts, and a part is assigned to different persons, 
when, for example, one set of men rear cattle, another tan 
leather and still another make the boots, or in the production 
of a newspaper, one group make the paper, another print it, 
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another write it and still another group sell it. It is this Q)m- 
plex Co-operation which is generally known as Division of 
Labour. Its development has resulted in the vast increase of 
the world’s productivity. 

The evolution of industry began with the separation of those 
crafts which obtained the raw materials from those which 
made up the raw materials, or in economic terms with the 
separation of the Extractive and the Constructive Industries. 
Even before industries were separated there existed a separa¬ 
tion of Functions, between the ruler and the priest, the warrior 
and the worker. Development began when people specialised 
in different industries. For gradually the Transport Industry 
developed as a specialised craft, then the Merchandising In¬ 
dustry, then the Banking Industry. 

The next stage took place when division began within the 
industries. For example, within the Extraaivc Industries, 
some rear cattle, some grow corn, some mine iron, some mine 
coal, and later some grow cotton, and some grow fruit. In 
the Constructive Industries, some make clothes, others make 

houses. In the Transport Industries, some sail ships, others 
drive trains. 

Gradually further division takes place; there is sub-division 

within the industries. In the clothing industry for instance 

there is sub-division into wool, silk, cotton and linen industries. 

Then there takes place further sub-division within each of 

these, in the wool industry for example into worsted, tweed, 

serge and shoddy industries. The processes within each of 

these crafts are further subdivided and these again subdivided 

until ultimately each worker does nothing else but one very 

minute operation. Each man has become a specialist and it 

is by the cooperation of these specialists that production now 
takes place. 

Specialisation has now entered into every sphere of human 
activity. In the medical craft there are throat specialists, eye 
specialists, ear, skin, heart and lung specialists. In the realm of 
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athletics there are footballers, cricketers, swimmers, runners, 
and even within these there is further specialisation; in foot¬ 
ball for example into forward or back. All-round sportsmen 
are becoming rare. In the teaching profession there are 
history, geography, mathematics, literature and other 
specialists. 

It would be difficult to find any industrial realm into which 
this division of labour has not entered, and the tendency is 
for tasks to become more minute, and for specialisation to 
become even closer. A story is told that in a large motor-car 
factory a man was dismissed because he sneezed and dropped 
his spanner, as a result of which five motor cars emerged 
without an essential bolt. This ever-increasing specialisation 
is the basis of mass-production, of scientific management, of 
rationalisation and the other refinements of the increasing 
division of labour. 

What are the advantages of this Division of Labour? What 
are its disadvantages? How far can it be carried? Are there 
any limits? 

Its economies and its frictions can be regarded from the 
point of view of Society as a whole and from the point of view 
of the individual worker. 

From the standpoint of Society the greatest advantage of 
division of labour is increased production. Ten persons on 
an island each trying to live in splendid isolation, that is each 
trying to supply all his needs by himself, would not produce 
very much; some might die from inability to meet the struggle 
for existence. The same persons, co-operating by means of 
a well-organised scheme of division of labour, might even find 
time for leisure and, perhaps, for the cultivation of some of the 
amenities of civilised life, and with less toil. 

In modern life, it would be actually impossible for any man 
to make anything completely by himself. If he tried to make a 
pair of boots, could he rear the catde, tan the leather, make the 
nails to hold them together*, and so on ? By division of labour 
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the. eiJective demand for boots is met. The increased output 
is not the result of greater individual effort, for people actu¬ 
ally work less hard; it is due simply to the more effective 
organisation. Increased production, unless the demand in¬ 
creases still faster, is usually followed by cheaper goods, and 
the world as a whole gains by an increased volume of goods 
and services at a cheaper cost per unit. 

Secondly, division of labour acts as a stimulus to invention, 
and leads to the introduction of machinery. The tiny task 
performed by each specialist becomes so mechanical that it is 
easy for a machine to take it over. Most mechanical improve¬ 
ments have been made by specialists who can contrive a piece 
of mechanism to do the work which is already automatic and 
mechanical. Machinery, of course, helps to increase produc¬ 
tion still further and in addition it eases the strain of human 
toil and effort. A machine-less world would be a far poorer 
world, and a far more toilful world. 

Thirdly, division of labour saves time, quite apart from the 
increased output per head. It saves changing from one set 
of tools to another, it permits concentration on one task, it 
allows the skilled to do skilled work and not to waste their 
energies by doing less skilled work. Society as a whole benefits 
from the fact, for example, that the doctor can keep to his 
craft and that he has no need to do, say, plumbing. Every 
improvement which eliminates waste is an asset to society. 

Fourthly, division of labour economises tools; it makes 

possible the full use of the most expensive machinery, which, 

but for the fact that it was fully used, it would not have been 

worth while to introduce. It permits a more economical use 

of ordinary tools. In a tailor’s shop for example, unless there 

existed some specialisation, the sewing machine would be idle 

while the scissors were being used, and they would both be 

idle while the press-iron was being used. By division of labour 

they arc all used, and fullest advantage is taken of the help 
which tools and machinery give. 
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Fifthly, division of labour facilitates saving. Saving might, 
of course, go on even if a community tried to be self-sufficient, 
and each family tried to do all its own work, but the saving 
would not be large. In a community based on the division of 
labour, some can make the tools and equipment which will 
increase production later, whilst others can support them in 
the meantime. It permits some to specialise in the production 
of “future” goods whilst others supply them with goods for 
their daily needs. 

Sixthly, division of labour among people makes possible 
division of labour among areas. Just as some people are better 
fitted to perform particular tasks than others, so some areas 
are better fitted than others to grow particular foods, or to 
manufacture particular commodities. Lancashire has an 
advantage in her moist climate for cotton spinning. South 
Africa has the advantage of her diamond mines, the Prairie 
lands of the U.S.A. for wheat. As long as industry needs 
coal-power, so long will the coal centres of the world have an 
advantage for the manufacture of goods. This results in the 
Localisation of industries in the areas best suited for them, or 
in the Territorial Division of Labour. It is obviously of great 
benefit to Society that it should make the best use of the 
various qualities possessed by the different parts of the earth. 

Lastly, division of labour facilitates the accumulation of a 
great fund of knowledge which is transmitted from generation 
to generation. Most people who work for any time at a task 
acquire a store of facts about their work. These need not be 
trade secrets, but a doctor in practice, for example, will learn, 
in addition to the knowledge he has acquired by training, a 
great deal of valuable information which he can then pass on. 
A newcomer to a craft never begins where his father did. He 
starts with the accumulated knowledge of the past. Formerly 
apprenticeship served this purpose; the newcomer watched 
the craftsman and tried to acquire his skill as well as his 
experience. Since apprenticeship is disappearing, for a machine 
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may render useless the acquired skill of even the most skilled 
craftsman, and because those who are skilled workmen are 
not always the best in imparting knowledge, new specialists 
have appeared. Books, Trade Schools and Technical teachers 
specialise in transmitting knowledge, in arranging it in a 
methodical manner and in imparting it to juvenile minds at 
the threshold of life. 


Because this new knowledge is so advantageous, the work 
of acquiring it has itself become specialised, so that in most 
industries there are specialised research workers whose task 
it is to seek fresh knowledge. The world as a whole gains 
enormously from an increase of this Non-Material Capital. 

To the individual worker, too, division of labour offers many 
advantages. First, he gains in skill. “Jack of all trades is master 
of none.” By constantly doing the same task, he learns to 
economise his energy, he learns the best way to use his 
strength and his tools. Practice makes him perfect and his 
greater output enables him to secure a better return. 

Secondly, he gains in leisure. As productivity is increased, 
he need not spend so long at his task. The progressive shorten¬ 
ing of the working day has been very marked in the last 
century. 

Thirdly, the strain of toil is lessened, for the task by con¬ 
stant repetition becomes a routine. He does not feel so tired 
as he would feel had he to meet a new set of operations every 
day. He is also helped by the fact that the heavier tasks arc 
now performed by machinery, so that the whole tension of life 
IS eased. Can one now imagine the effort of building the 
pyramids or that of human power in an ancient galley? 

Fourthly, division of labour gives Man an opportunity of 
choosing the task for which he is best fitted. There are, of 
course, a great many square pegs in round holes in our'in¬ 
dustries, and entry into crafts is still haphazard. But given 
carclul planning it is now easier for people to enter the trade 
or calling for which they are best adapted. A great deal of our 
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labour unrest is often psychological and is due to the fact that 
men are performing tasks they dislike. 

Lasdy, every man as a worker is a producer, but he is also 
a consumer, and he gains by the cheapening of goods which 
is the most obvious result of the division of labour. 

Offset against these many advantages are also many dis¬ 
advantages, both to Society and to the Individual. On the 
whole the advantages of division of labour apply most to 
Large Scale Production and consequently the goods produced 
are all to a standardised pattern. The individuality of our 
lives and of our homes seems to have departed when we live 
in standardised houses, sit in standardised chairs, ride in stan¬ 
dardised cars, enjoy standardised amusements. Society may 

suffer from the lack of individuality and the standardisation 
of most of our wants. 


Secondly, Man is not a worker only. He is also a citizen, 
who is called upon to pass judgment on all the complex 
problems arising from the relationship between human beings, 
on foreign affairs, on peace and war, on domestic problems. 
Close specialisation on a monotonous task does little to develop 
his reason, or his intelligence, or his capacity for judgment, for 
in the factory, direction and reasoning are performed by an¬ 
other set of specialists. A factory is an autocracy; modern 
government is democratic. It is possible that close division of 
labour may injure qualities necessary for citizenship. 

The Individual suffers perhaps more than Society from close 
specialisation. 

First, the most obvious characteristic of modern industry 
is its monotony. The repetition of the same simple task for 
days and weeks at a stretch deadens intelligence. The removal 
of any sense of responsibility and of any creative feeling 
cramps the horizon, and reduces Man to a mere automaton. 
Much of the malaise of working-class life, the craving for 
excitement, is due to this monotonous toil. It provokes a new 
ty{>e of industrial fatigue which deadens initiative and incites 
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a desire for passive amusements and vulgar excitement as a 
reaction from the utter dullness of work. 

It is sometimes argued, however, that this criticism has been 
over-emphasised. The life of the mediaeval craftsman is con¬ 
trasted with that of the modern “slave of the machine.” The 
craftsman who made the complete article, according to his 
own design, in his own time, with pride and joy in his work, 
was an artist; his very work was an education. The past, 
however, it is contended, has too often been romanticised. 
Specialisation was already well advanced in the Middle Ages, 
otherwise the craftsman could not have spent all his time 
making just one article. There were already cloth workers, 

it is the degree 

of specialisation which is criticised, then it can be argued that 
the price which the mediaeval craftsman paid for not being 
so specialised was in longer hours of work, and less varied 
satisfaction of wants. 

And, against the monotony of toil, which is the lot of 
workmen to-day, it is argued that criticism should be really 
directed against monotony of life, and not against the mono¬ 
tony of the working hours. Mediaeval life as a whole was 
probably more monotonous. Modern life is, beyond doubt, 
infinitely richer in opportunities for the use of leisure. 

Specialisation has the further disadvantage that it fits the 
worker into the small task he is performing, so that he is 
at the mercy of every industrial change. A new invention 
renders him workless, and his specialised skill may be useless 
elsewhere. As a rule, the closer the specialisation, the greater 
risk there is of having the specialised skill rendered useless by 
a machine; this makes unemployment inevitable and difficult 

to remedv. 

/ 

In answer to this criticism, however, it has been argued that 
the machine is not the cause of unemployment, and that close 
division of labour, by simplifying tasks, makes the operations 
of one industry not very dissimilar from those of another, so 


netchers, masons and shipwrights. If, therefore. 
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that mobility of labour is promoted rather than hindered. 

Still another criticism is that division of labour is usually 
associated with large scale industry. In most cases these in¬ 
dustries arc owned by Limited Liability Companies. The 
ownership, then, is divided among the thousands of share-* 
holders scattered over the globe. Not only is ownership anony¬ 
mous and therefore irresponsible, but the very structure of 
such industry, dehumanises industry. The fellowship between 
master and man is gone, rigid rules and red-tape replace 
personal and social relationships. In reply to this criticism it 
is contended that on the whole the larger the firm the better 
are the conditions that can be given, the better is the pay, the 
more secure is the tenure of employment and that it is the per¬ 
sonal supervision of the master which is most disliked (this 
accounts, for example, for the unpopularity of domestic 
service). 

In spite of all arguments for or against, it is impossible to 
go back. Division of labour has come to stay. By law. Society 
can mitigate the harshness of intense specialisation. Its 
advantages, economically, are so overwhelming, that further 
extension is to be expected. 

Are there any limits to this division of labour? There are; 
but the question involves a discussion on the Organisation of 
Industry. 
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THE ORGANISATION OF INDUSTRY 

The key to our Economic Society is Specialisation, Every firm 
is specialised, every machine is specialised, every worker is 
specialised, even areas are specialised. How do they co¬ 
operate ? 

Every specialised firm, with its specialised machinery and 
its specialised workfolk, is a productive organism controlled 
and organised by its owner. He it is who will combine the 
requisite proportions of land, labour and capital to produce 
those commodities which he hopes will satisfy effective wants. 
Because production is lengthy and specialised, he will never 
know how much to produce—he may not even know whether 
what he is producing will ever sell. In other words, he pro¬ 
duces long ahead of demand and in anticipation of demand. 
(Of course, he will try to stimulate demand by every device 
of skilful salesmanship and advertisement.) 

There is rarely certainty in business, and, although the 

business man may insure against fire and fraud, he cannot 

insure against his own miscalculations or his own poor organi¬ 
sation. 

There are, therefore, two additional factors of production 
which modern industry has entailed; Risk and Organisation. 

Every business man is a risk taker. The risk will vary 

according to the industry, but, on the whole, there are four 

possible risks facing most concerns, some with greater intensity 
than others. 

First, the owner may miscalculate the effective demand, and 
overproduce or underproduce. Secondly, he may find that a 
substitute has been put on the market which seriously affects 



30 THE ORGANISATION OF INDUSTRY 

his output and his sales. Thirdly, weather conditions may 
seriously affect the supply of his raw material (as when drought 
destroys the sheep in Australia, or a pest attacks the cotton 
plant of America), or the demand for the finished goods (a 
wet summer may seriously affect the demand for flannels). 
Fourthly, if the business man launches a new industry he never 
knows whether the product will take. The “talkies” have 
taken, but roller-skating was a failure. Even if the new inven¬ 
tion proves a success, then an older industry is adversely affected 
—the talking-picture has injured the silent film and reduced 
many companies to bankruptcy, road transport is seriously 
affecting the railway, while the wireless may affect the demand 
for other types of amusement. 

Industry therefore needs a class of risk takers, and society 
pays them, of course, for the risk they take. If they risk success¬ 
fully, then their rewards are large; if they fail they go bank¬ 
rupt. 

Every business man is also an organiser. He has to balance 
carefully the amount of land, labour, and capital to buy and 
use in order to obtain the maximum return. Now some 
business men are, of course, good organisers and some bad. 
Economic society, which fosters competition amongst these 
business men, hopes thereby to eliminate the bad organisers 
and the failures at risk-taking. Whether competition success¬ 
fully performs this function is another matter. 

No man, however, whatever risks he may want to take to 
meet an unexpressed demand, or whatever his ability as an 
organiser, can start a business without capital. It is in this 
sense that our Economic Society is a Capitalist Society. 

As is to be expected in a Competitive World, there are a 
variety of industrial organisations. 

The oldest and simplest is the One Man Business. The small 
shopkeeper, the village carpenter, the small farmer, all provide 
their own capital, do their own work, market their own pro¬ 
duce and live on their own profits. Many have confidently 
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foretold trie decline of the One Man Business in face of the 
competition of the large firm. But in spite of amalgamations 
and trusts, the One Man Businesses more than hold their own. 
Evidently they possess various economies which give them 
advantages over the Large Firm. 

The greatest advantage of the small manufacturer, or mer¬ 
chant, or shopkeeper or farmer, is the personal interest and 
supervision of the owner. The larger the undertaking, the 
more impossible is it to maintain this personal control and 
supervision. The self-interest of the owner provides the best 
check on waste and inefficiency. He is not bound by routine 
or red-tape; he can risk everything on a lucky opening. 

When risk-taking is of special importance, for example, 
with pioneers in a new industry, the small firm has a further 
advantage. The large firm may have its capital bound up in 
costly machinery, its directors may disagree on the new pro¬ 
posal, its salaried staff may have no interest in new ventures. 
The one-man-firm acts as a skirmisher in the industrial field. 
Wherever a new demand is foreseen, whenever a new taste 
is expressed, there the one-man-firm, with its flexibility and 
its enterprise, will rise to meet it. 

In the small firm, too, the personal contact with the customer 
is more prominent. The owner may have acquired a reputa¬ 
tion for honesty, for good service, for giving good quality; 
which are valuable assets. He is known, his customers have 


faith in him. His good-will then gives him a special advantage. 

He may know the locality better than is possible for a large 

concern dealing en masse with its customers. He meets just 

the local wants, for he knows his customers and their special 

likes and dislikes. It would not pay a large firm to cater for 

what, in comparison with their large output, is but a small 
demand. 

Large firms secure their superiority by standardising their 
output. Whenever the standard article is not wanted, Avhen- 
cver something individual, a suit of clothes, a piece of furni- 
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tore, a special fabric, is required, there the small firm will 
flourish. Hand-made goods are invariably the product of the 
small firm. 


Similarly articles of fashion, which change rapidly, or articles 
whose demand is liable to rapid fluctuations, can be supplied 
with greater ease and economy by the small firm than by the 
large business. 

The growth of large firms has been helped considerably by 
the fact that they have concentrated round the great power 
centres of the world. During the industrial revolution of the 
eighteenth century, industry travelled north to take advantage, 
first ol the water-power, and then of the coal-power. With the 
growth and the expansion of electricity, which unlike coal is a 
diffusing force in industry, industry is already beginning to 
travel back south and is deserting the town for the country¬ 
side. The one-man-business is reaping the advantage of the 
development of this new power, for it is the most flexible 
form of industry. Wherever the owner sees a demand, there 
he sees a profit, and there he finds a niche. 

The one-man-business may grow—^it often does; the small 
firm may become but a unit in a large one; it may combine 
with rivals to form combinations and trusts; but as demand 
is constantly changing, so industry will attempt to satisfy it, 
and so there will always be scope for the small man. The trust 
and the combine will never entirely eliminate him. 

Logically, the next type of business unit is the Partnership, 
The owner of the one-man-business may suffer from lack of 
capital; he takes a partner who supplies the deficiency, or, he 
may have sufficient capital, but takes as a partner his gifted 
business manager. As a Partnership the unit of industry is still 
small enough to reap the benefits of the flexibility and the 
pioneering skill of the small one-man-business. In addition 
the partners can begin to specialise. One can do the internal 
organising, the other can buy the raw material, or market the 
product. The partnership has the additional advantage of 
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giving the brilliant business man with capacity and no capital 
his chance. Nevertheless the business now has two chiefs who 

may disagree so that the business may suffer. 

% 

The One-Man-Business and the Partnership were the normal 
units of industry in the seventeenth, eighteenth and early nine¬ 
teenth centuries. The dominant type of industry in the nine¬ 
teenth century, however, was the Joint Stock Company, which 
since the Limited Liability Act of 1862 has grown enormously. 
This Act gave the shareholders this inestimable advantage, that 
on the failure of the business they were liable only up to the 
nominal value of their shares. 

The Joint Stock Company is a combination of capitalists, 
large and small, who combine to supply the capital necessary 
for any business. They are called the shareholders. They appoint 
Directors to control the business. The Directors in turn 
appoint the Managers and the Staff, recruit the labour and 
generally organise the business. 

Its growth has been phenomenal; for its advantages are 
overwhelming. It has special claims as an industrial unit, 
and it makes a special appeal to the individual capitalist. 

To the individual it provides a good opening for his savings 
and the hope of large rewards encourages him to invest, that is, 
to combine with others to control the business which is being 
floated. By the gift of the Limited Liability Act he risks only 
his shares in the company if the company fails. He is able in 
addition to spread his savings (his investments) over many 
industries by taking up shares in several companies, and so 
further minimise his risk of loss. If by chance he needs ready 
money he can sell his shares at their market-value. 

To the company, it offers a means of mobilising the capital 
of hundreds of small investors—it has in fact an almost un¬ 
limited capital at its command. Great undertakings need large 

capital, our railways, our dockyards could hardly have been 
built by the one man business. 

The very size and publicity of the company acts as an 



34 the organisation of industry 

advertisement, giving people confidence to invest, and making 
known its product. 

It gives an opportunity to the best business brains to act as 
managers, if they have not the capital to start a business for 
themselves ^not that family influence and judicious jobbery 
are always absent, but the company does offer an opportunity 
to merit which otherwise might be lacking. 

Unlike the small firm, the Company does not depend on 

the founder for its success. In the case of the One-Man-Busi- 

ness, the successful father may have a most unbusinesslike son, 

with disastrous results to the business. In the case of a Joint 

Stock Company, new directors can be elected to fill any gap. 

The longevity of the Joint Stock Company gives it, then, a 
further advantage. 

In the case of a Partnership, if one partner withdraws the 
business is often injured. In the case of a Company, if a share¬ 
holder decides to withdraw, he simply sells his shares. The 
capital of the Company remains unaffected. 

Lasdy, the Company can take advantage of all the economies 
of large scale industry. It can buy in bulk, it can sell wholesale, 
it can afford the most expensive machinery, that is, expensive 
in initial outlay but ultimately of greater economy. For ex¬ 
ample an oil company can put down a line of pipes from the 
oil-wells to the distributing centres which once installed saves 
the enormous expense of continual transport. It can apply the 
most extensive use of the economies of the division of labour. 
By buying and producing and selling in such enormous quan¬ 
tities, it can secure better terms from every type of agency for 
ocean, rail, road, or air transport. It can secure the best legal 
advice in case of difficulties. It can afford to pay the most 
capable specialists in engineering, in planning, in buying, in 

selling, in a way no small man can ever do. Its economic 
strength appears unassailable. 

ihe worker too enjoys considerable benefit. On an av/?ra«ie, 
the large firm can pay him better wages than the small strug- 
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gling firm, it can afford to experiment with various forms 
of welfare work in order to secure loyal service, it can provide 
playing fields, medical service, music during the lunch hour, 
tea in the afternoon, pensions on retirement. The worker, too, 
is more secure in his job when working for a large firm than 
when working for a small firm which is more liable to collapse. 
The large firm offers him opportunity for promotion, it permits 
him to specialise, for he is sure that his specialised skill will 
be wanted. The large firm even provides an opportunity, by 
grouping together large numbers of workers, for the combina¬ 
tion of working folk in Trade Unions, to maintain standards 
of life and of conditions. 

Lastly, a large company is better able to offer resistance to 
trade depressions; it is able to survive through any great 
economic disaster which would sweep away the smaller firm. 

How does the Limited Liability Company with its large-scale 
organisation affect Society.? It gives to Society the benefits of 
division of labour, but it also raises some peculiar problems. 
In the first place, the Joint Stock Company creates a distinction 
between the risk-takers and the organisers of a business, be¬ 
tween Capital Control and Capital Ownership. The owners 
of the company are its shareholders, but they in no way 
organise the business. They leave that to directors and 
managers, who are paid fixed salaries for their services, and 
who can never have the same personal interest in the company 
that the owners have. Some companies have tried by a system 
of bonus payments on profits to give their managers and 
organisers a greater personal interest in the firm, but it cannot 

be as real as when ownership and control are in the same 
hands. 

This type of industrial unit has also been criticised for creat¬ 
ing a new social problem, that of Absentee Capitalism. For in 
most cases, the shareholders take no interest in and have little 
knowledge of the technique of the company which they own; 
they are only concerned with the distribution of profits. In 
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many cases, shareholders live far from the company, for shares 
can be bought and sold beyond the boundaries of any state, so 
that Englishmen hold shares in Latin American railways, and 
Americans hold shares in English companies. In many cases, 
therefore, they cannot take any active concern in conditions 
of employment; in fact they do condone, in some cases, un¬ 
civilised conditions. The ownership is distributed among so 
many individuals scattered over the globe that industry has 
become dehumanised, for the owners are anonymous. The one 
common interest among them all is the profit of the company, 
which togedier they own, so that improvement may be checked 
in the desire to increase it. 

It has also been suggested that such large concerns may even 
act harmfully to industry as a whole. Their buildings, their 
machinery, their equipment are so expensive that they dare not 
risk loss or failure. If therefore a new invention or process or 
patent is put on the market which will jeopardise their earn¬ 
ings, it will pay them to buy it up and not use it. Society 
obviously suffers from such action. It is said that railway com¬ 
panies, fearing the competition of canals, bought up canal 
shares and then left their competitors derelict. 

Lastly, the buying and selling of Stocks and Shares create 
a class of fortune-hunters, who do not regard their investments 
as a contribution to production but who buy shares in order to 
sell at a profit. They may give the impression that the shares 
are going to rise, or they may manipulate the market in the 
hope that they will rise, but their profits represent no reward 
from production; they are a payment from society for no 
service rendered. 

The Company issues its capital in shares. The name of the 
share matters little. If the nominal capital of the company 
is ;^iooo in shares, then each ,^1 shareholder has a claim 
to one thousandth part of the profits which are divided. 

If the profits are large, then the claim will be large and 
people will be willing to pay more than for the share. If 
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the profits arc small, then the value of the share drops in 
proportion. ■ 

Ordinary shareholders are the owners of the company. They 
take the risk of losing thqir invested money. They, in law, 
appoint the Directors and decide the main oudines of policy. 

There are also Debenture Shares. These are the loans to the 
company at a fixed rate of interest. The owners of these shares 
(which can be bought and sold like ordinary shares) are 
creditors of the company; they have the first claim on the 
company for the payment of their fixed interest and they can 
sell up the company to get it. They have no voice in the 
government, or in the management of the business. These 
Debenture Shares are generally safer than Ordinary Shares, 
but then if profits are high, they reap no additional returns. 

There are also Preference Shares, standing between Ordinary 
and Debenture Shares, with further refinements of Cumulative 
and Non-Cumulative Preference Shares, the Cumulative Pre¬ 
ference Shareholders being assured that their dividends will 
be made up in good years, if they receive no returns in bad 
years. There are also Deferred Shares. 

The Limited Liability structure has made possible two 
further developments in industrial organisation. A Private 
Firm, in need of money but still wishing to retain control of 
the business, can transform the business into a Limited Liabilitv 

y 

Company and issue Debenture Shares the holders of which 
will have no control or voice in the business. The Firm has 
simply borrowed money from the public. 

Secondly, because the control of the company is in the hands 
of a majority of shareholders, each share and not each share¬ 
holder having one vote, it is often easy for a group of financiers 
to buy up 51 per cent, of the ordinary shares of a company and 
so control its policy. They can do this in several companies so 
that a Holding Company is formed. Industrial control is still 
under the sway of money, and this of course facilitate.s com¬ 
binations and trusts in industry. 
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It also happens that when a company makes large profits—' 
instead of issuing all the profits; though sometimes they do 
distribute all in addition—they issue Bonus Shares to the 
shareholders. These shares rank for dividends just as ordinary 
shares. For example, a company with a nominal capital of 
;^iooo makes large profits. It issues to its shareholders one 
Bonus Share for every ordinary share held. Automatically 
the nominal capital of the company is doubled to £2000. Even 
if profits are as large again the following year, nominally each 
shareholder only receives half. If, for example, 10 per cent, 
were distributed when the nominal capital was only 

5 per cent, will be distributed when the nominal capital has 
been increased to ^^2000, although the true profits of the com¬ 
pany are just as high. This is called Watering the Capital. 

There is a further type of industrial organisation which has 
shown extraordinary power of growth; that is the Con¬ 
sumers’ Co-operative Society. This is a Society of Consumers, 
who co-operate to buy commodities wholesale and sell retail. 
Profits are then distributed to the members in proportion to 
their purchases. Its wonderful growth is due to the fact that 
it secures all the advantages of large scale organisation, and, 
in addition, the stupendous benefits of a sure and stable market. 
For the consumers are the society and their economic loyalty is 
assured by the dividend on their purchases. 

Groups of idealists have attempted to launch a Producers’ 
Co-operative Society, that is a Society where the producers were 
also the owners or shareholders and where profits were to be 
distributed among the producers or workers. In England, this 
type of co-operative society has shown no record of develop¬ 
ment. This was the ideal of Robert Owen and of the Christian 
Socialists, but idealism and realism in business have stiJ to be 
worked out. The friction of industrial discipline has not yet 
jjermitted the managers and foremen to be both servants of 
the shareholders and masters of workingmen when share¬ 
holders and workingmen are the same persons. 
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Public Authorities have also entered into the realms of 
commerce, and the State and the Municipalities have grudg¬ 
ingly, but surely, taken over economic activities. Some people 
regret that governments should depart from their primary 
functions of maintaining law and justice to enter so material 
a field as business. Generally the industry they control is of a 
monopolistic nature. 

How is it that economic society which fosters competition 
permits also Monopolies and Trusts and Combines? 
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COMPETITION AND COMBINATION 

A FUNDAMENTAL feature of our Economic Society is personal 
economic freedom. With very few exceptions, any person may 
enter any craft, and any person may start any business. It is 
this economic freedom which has made production so 
smoothly and rapidly responsive to demand, and which is the 
chief source of the flexibility and the elasticity of productive 

^till value can be appreciated after previous 
conditions of restriction and restraint, when only certain classes 
could enter particular trades or follow particular callings. Of 
course, while any person may start a business; that is, try to 
satisfy the wants of people, it does not mean that any person 

can. The restriction is no longer legal, it may be the result of 
lack of means. 

Society relies on this economic freedom to satisfy its wants. 
Because it implies that anybody can attempt to satisfy society’s 
wants, it supposes competition. 

From the point of view of the individual owner, one business 
competes with another to sell its products, and the consumer, 
of course, benefits from this competition, by obtaining his com- 
modities and services cheaper. In the struggle some owners 
succumb; others, in order to survive, have to buy their land, 
labour, and capital more economically and combine them in 
the most advantageous proportion. In other words, Competi¬ 
tion would presume efficiency and economy on the part of the 
producer and cheap goods to the consumer. 

From the point of view of Society, these businesses compete, 
therefore, to serve, to give the consumer a better article at the 
same price, or the same article at a cheaper price. For this 

40 
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reason society fosters competition. 

But our modern Competitive Society is not entirely one in 
which producers alone compete with each other. Competition 
has wider ramifications. Producers compete to sell their pro¬ 
ducts, but so do Consumers compete to buy. If, for any reason, 
there is a dearth, either natural or artificial, then the competi¬ 
tion among buyers becomes the more powerful and so the 
more obvious. It is, however, generally true that competition 
amongst sellers is more pronounced than competition among 
buyers. 

Producers compete to sell their goods, but they also compete 
as buyers, to buy the necessary agents of production at the 
most advantageous terms. The agents of production, too, 
compete with each other for employment; for the producer has 
to decide on the proportion of land, labour and capital to buy. 
He can employ more men and less machinery, or he can 
arrange for a more compact building, or employ a special 
method of transport. 

Again, articles of alternative demand compete with each 
other. Shall we drink tea or coffee or cocoa? Then the tea, 
coffee and cocoa industries compete with each other. Shall we 
wear wool or cotton or linen? Then the wool, cotton and 
linen industries compete with each other. Shall we burn gas 
or electricity? Then these industries compete with each other. 

Still further, our incomes are limited so that we have to 
decide carefully how to spend. Shall we spend the five 
shillings we have on a book or a hat? Then the book industry 
competes with the hat industry—on a theatre, or on a dinner ’ 
then the theatre industry competes with the catering industry. 

Lastly, we have the five shillings—shall we spend it or save 
it? We have the choice. Then industries which produce such 
goods as machines—which are known as Future Goods—com¬ 
pete with those which produce goods that are wanted for 
immediate consumption—which are known as Present Goods. 

Competition, then, is not merely the competitirin of pro- 
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ducers to produce as cheaply as they can and sell as dear as 
they can. For even if that competition were eliminated, our 
Economic Society would still be a Competitive Society. 

Yet within this Competitive W^orld there are forces working 
against “the free action of individual self-interest,” as competi¬ 
tion has been defined. There are various economic frictions 
preventing the free play of competition. 

One is the natural inertia of mankind, better known as 

custom and habit. People buy in the same shop, when a new 

shop may be the cheaper, or the same article when there is a 

better article on the market. For the known is trusted; people 
are suspicious of change. 

Another is general ignorance—in spite of skilful advertising 

and marketing—of. any new product, or even of where to 
obtain it. 

Also there soon grows up in every locality, among sellers of 
similar commodities, a tacit understanding not to undersell. 
Ideas of a fair price begin to have a stronger appeal than those 
of a competitive price. In periods of slump, it is true that such 
ideas may not be very powerful, but in normal times they 
hinder the full force of competition. 

Workers, too, may know where to sell their labour at a 

better price (that is, where they can secure a higher wage) but 

local attachments, and the very human desire not to uproot 

oneself from familiar faces and places, may keep them in the 

locality. Labour, and to a smaller extent capital, is generally 
immobile. 


Among working men, too, there has grown up a feeling 
that unrestricted competition among themselves may injure 
their standard of life, so that they agree not to compete, and 
form associations and trade unions in order not to sell their 


labour below a standard wage and standard conditions. 

Further, Association is a very prominent feature of every¬ 
day life. People associate for all sorts of purposes, for economic 
objects, for social objects, for religious purposes; and their 
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variety and range can be seen from such associations as the 
Federation of British Industries, the Consumers’ Co-operative 
Store, the Friendly Society and the Slate Club. 

Lastly, competition logically destroys itself. For if firms 
begin to compete recklessly, then the result is either that the 
stronger firm destroys the weaker or that the competing firms, 
unable to face the falling returns, combine. In either case, 
competition is eliminated. 

The nineteenth century and the beginning of the twentieth 
century have therefore seen the formation of Trusts and Com¬ 
bines, of Cartels and Combinations. Because there is competi¬ 
tion to sell and competition to buy, and because this competi¬ 
tion lowers profits to sellers and raises prices to buyers, there 
has grown up the desire to avoid lower profits and higher 
prices by combination to sell and combination to buy. 

Besides the desire to avoid the full force of competition, there 
are other conditions which encourage Combinations. 

If industry is strongly localised, then there will sooner or 


later be developed a common policy among the competing 
industries, perhaps in dealing with labour, perhaps to seek par¬ 
liamentary aid, perhaps to market their goods. This tentative 


common policy may develop, first to common trade agree¬ 


ments, then to some form of combination. 


But stronger than all these reasons are the Technical con¬ 


siderations of the industries concerned. 


Some industries, such as the heavy steel industries and the 
shipping industries, involve such a large outlay of capital, the 
material used is so heavy and bulky and costly, that transport 
charges would be prohibitive if the industry were not strongly 
centralised. In addition, owing to the very heavy capitalisation, 
the industry must produce at or near to capacity not to run 
at a loss. Consequently advanced planning to meet the effec¬ 
tive demand is essential. A central organisation is, therefore, 
the most economical. It knows the market, it knows the pro¬ 
ducing capacity of the organisation. It can specialise works 
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just as a single firm specialises departments. The actual cost 
of the article produced is in proportion to the running ex¬ 
penses of the business so small, that the more articles there are 
produced, the cheaper per unit are the running expenses of the 
business. Combination, therefore, soon develops among those 
industries in which the ratio of Overhead Costs to Prime Costs 
is high. It is in fact more economical to have a large combina¬ 
tion, for if firms insist on competing, because the overhead 
charges are so high, losses arc certain and bankruptcies 
frequent. 

Combination, therefore, offers great advantages both to 
Society and to the individual. 

To both it offers an intensification of the further economies 
of large scale production. The Combine can, in addition, con¬ 
centrate production in the best equipped factories, in some 
cases even closing down various factories where production 
costs are high. It can produce more economically, for it does 
not produce haphazardly; it knows the market. It can pool 
patent rights and secret processes; it can obviously reduce com¬ 
petitive advertisement and competitive selling agencies. It can 
save on cross-freights, for it can specialise each factory in 
relation to the locality and to its transport facilities. Because 
of a fairly stable market, production is rarely Jerky, and as 
profits depend as much on output and on turnover as on price, 
its profits are generally large. It can, in addition, make the 
most economical use of its by-products. 

The Combination and the Trust enjoy to the full these 
Social and Productive advantages; it is because they also have 
Competitive advantages that they are feared. 

Society relies on Competition. The Trust, to some extent, 
eliminates competition. Competitively, it can use the weapon 
of the Boycott and of Price Differentiation to secure its 
industrial victory. 

It can use its influence to prevent supplies reaching com¬ 
petitors, by threatening to withdraw its very large custom. It 
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may make it difficult for competitors to transport or ^ven to sell 
their product by threatening to withdraw its custom from the 
transport agency, and by refusing to supply those retailers who 
stock the goods of the competitors. This is the weapon of the 
boycott. 

It can, in addition, persistently undersell its competitors in 
any area (recouping itself from the high profits made else¬ 
where), and, when its competitors have been driven off, it can 
raise the price of the goods. So shipping firms offer special 
rebates to those who continually use their liners. 

Combinations and Monopolies may mean a scientific adjust¬ 
ment of supply to demand, but, in a society where economic 
self-interest is assumed, monopolists will raise prices, and will 
take from the consumer the benefit of a free market. For 
these reasons they have generally been deprecated. 

There arc different types of Monopolies, varying in structure 
according to the law of the land and the nature of the industry. 

On the Continent, the typical Monopoly structure is the Car¬ 
tel, which is really a federation of associated industries, acting 
in agreement to sell their product. The various firms entering 
the Cartel agree on a division of the selling field, on the price to 
be charged in each area, on the output of each factory. Its pecu¬ 
liar strength lies in the comparative independence of the cartel¬ 
ised firms while combining for selling purposes. For example, 
in the Westphalian Coal Cartel, coal is dearest at the pit-head, 
cheapening in price as the distance from the mines increases. 

In England and America, however, such agreements are con¬ 
sidered to be “in restraint of trade” and have no legally bind¬ 
ing force on the associating firms. Consequently Mergers are 
formed; that is one company buys up the shares of the other 
companies and cancels them, or a Holding Company is con¬ 
stituted which buys up a majority of the shares of the separate 
companies, and so controls them, or the competing firms com¬ 
bine their capital and their directorate and create a Trust. 

There are two types of such combinations. When the 
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competing firms which have been engaged in selling or pro¬ 
ducing similar commodities combine, the combination is 
horizontal—as when Grocery shops amalgamate. When firms 
engaged in difierent stages in the production o£ the same 
commodity combine, the combination is vertical, as when 
a soap-works has its own fishing fleet and chemical works. 
Although combination has been secured in both cases, the in¬ 
centive was not the same. In Horizontal combination the 
threat to the consumer is greater, for he has few alternative 
sources of supply. A Vertical combination is often formed 
simply because it is more economical to have the various stages 
of production under the same control. One “stage” is the con¬ 
sumer of the other, so that production is smoother. While 
Horizontal combinations attempt to take from the consumer 
any alternative source of supply, there may be many Vertical 
combinations running parallel. Of course, an organisation 
which combined both the Vertical and Horizontal structures 
would have immense industrial power. One of the most power¬ 
ful monopolies of the world, the United States Steel Corpora¬ 
tion, has secured the advantages and the economies of both. 

There is a further type of combination, which, apart from its 
structure raises political implications. 

Such industries as gas, electricity, tramways, the post office, 
railways, are, from the technical nature of the industry itself, 
best organised as Monopolies. In all these the Overhead Costs 
are highest in proportion to Prime Costs, so that only as a 
monopoly can the industry be economically run. For example, 
it costs as much to run a train ora tram empty as full. The plant 
to supply gas or electricity must be complete, whether the whole 
area uses them, or only a part. In all these industries, too, the 
market is limited by the equipment of the industry, the rail¬ 
way along its lines, the gas along its pipes. In these industries, 
competition would be socially wasteful and economically im¬ 
possible. It would not pay to lay down two parallel railway 
tracks or tram tracks, or two parallel gas pipes in order to give 
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the consumer the advantages of competition. Fo> in such in¬ 
dustries the initial outlay is the largest, and if the service is not 
fully used every competing firm will fail. 

For example, suppose that two gas companies were allowed 
to compete in the same area, to put down two sets of pipes and 
two sets of all sorts of domestic services so that the consumer 
should have a choice. Small figures are taken merely for illus¬ 
tration. Suppose that the initial capital of the two gas com¬ 
panies is ;^iooo each. Now if there were only one company, 
its expenses might be ;r8o and its receipts ;^i40, that is, it 
would make a profit of £ 6 o and so be able to pay a dividend 
of 6 per cent. When the two companies begin competing, the 
expense will not vary very much, for it does not cost much 
more to supply 500 people than 300 people with gas. The ex¬ 
pense might still be ;^8o, let us say it will be £yo to each com¬ 
pany. But because they have halved the market, the profit of 
each cannot be more than ^yo, so that no dividend can be 
paid at all. The consumers might gain as long as competition 
goes on, but the social loss in applying ^Tiooo to ruin industry 
cannot be condoned, and ultimately competition must vanish. 

Consequently Society is in a dilemma. It fosters competition 
in industry, because it can regard such competition as competi¬ 
tion on the part of business men to seri/e the Community. It 
protects the consumer by giving him an alternative market. 

It compels the economical administration of industry to enable 
the product to be sold cheaply. 

But, in these industries, to give the consumer an alternative 

market is to court the failure of all the firms in the industry, 

besides the social loss of misapplying necessary capital. In such 

industries, monopoly is a social necessity as well as an economic 
asset. 

Consequently, in such industries, the State departs from its 
rule of not engaging in trade. If monopoly there must be, 
then let the State or the Municipality be the Monopolists, for 
it is hoped that in a democratic community its power will be 
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controlled. This democratic control may take various forms. 
Direct Control, as in the case of the State Post Office or the 
Municipal Tram Service, or Indirect Control, as in the case 
of the Railway and Canal Commission and the Electricity 
Board. Such control is facilitated by the nature of the in¬ 
dustries. They lend themselves to routine treatment, there is 
no great marketing skill required, there is no possibility oi 
foreign competition, there is no problem of a fluctuating supply 
of raw material, there is no possibility of incursion of rivals, 
and in addition a steady and almost known demand. 

Economic Society still relies on competition for its commo¬ 
dities and services; only when competition is technically im¬ 
possible does it step in. 

There is a further example of State monopoly when the 
State, by Law, assumes to itself the right of supplying a com¬ 
modity, and forbids any rivalry, such as the French match 
monopoly. In such cases, however, the State monopoly is 
really a form of taxation, the State drawing part of its revenue 
from the monopoly. 

The problem now arises;How large can Trusts and Monopo¬ 
lies grow.? Are there any limits to the “trustification” of industry.? 

The first limitation is just the limitation of human capacity. 
There are not enough men able to control such mammoth 
undertakings, whose employees are equal in number to the 
population of a small state. Even if there were a few such 
Industrial Captains, there is no guarantee that there will be 
equally capable successors. 

Certain types of businesses are more successful on a small 
scale than on a large. In those industries where standardisation 
IS not desirable, which have to cater for individual taste, the 
smaller unit will always predominate. 

The monopolist must always face the possibility of com¬ 
petition, if his profits are at all such as to make it worth while, 
and, in addition, he has always to fear the possibility of sub¬ 
stitutes, or of changing demand. 



LIMITS OF LARGE SCALE INDUSTRY 



Large Scale Industry is ultimately limited by the extent of 
the market. An example will best illustrate this. A motoror 
manufacturer finds that by making 10,000 cars he can sell 
them at >^3°^ making 20,000 he can sell them at 

^250 each and by making 40,000 he can sell them at £100 
each. He finds that at ,^300 he can sell 8,000, at he can 
sell 20,000 and at £2.00 he can sell 36,000. Obviously, it would 
not pay him to increase his output to 40,000, because he could 


not sell that amount at a profit. 

The increasing use of transport, of course, extends the 
market. The “Ford” has invaded Africa, the “Austin” has 
invaded Australia, even a new home market has been tapped, 
but Large Scale Industry is still limited by the market, and 
Trusts and Monopolies cannot sell to people who do not want 
to buy. 

Lastly, a point is reached where an increase in the scale of 
production is followed by a less than proportionate return. 
But this needs a special chapter. 



CHAPTER VI 


POPULATION 

Is England overpopulated? At various times this becomes a 
very urgent question. To an overpopulated England have been 
ascribed her unemployment problem at home, and her colonial 
adventures abroad. Whenever an economic evil becomes pro¬ 
nounced, some people see it as the result of over-population. 

Yet even to-day, there are vast tracts of England sparsely 
populated. How then can England be overpopulated if there 
is still room for people? Consequently, by over-population 
it is not meant that every available space is already occupied. 

It is then argued that there is a direct connection between 
population and economic conditions, and that if there were 
fewer people living in England, then those who remained 
would be “better off.” 

But then the question arises, how many fewer? 

A century ago, England had a population of 14 millions; 
to-day her population is 40 millions. Were the people living 
in England in 1832 better off than those of 1932? It is agreed 
that our standard of life has risen enormously in the last 
century, but so has the population. 

Or again, England lost three-quarters of a million men in 
the Great War of 1914-1918. Has the standard of life risen as 
a consequence? If one person lived in England would he be 
better off? Obviously not. Then what is meant by over¬ 
population ? 

This problem of population became very acute in England 
in the later part of the eighteenth century, and the Rev, 
Thomas Malthus, Vicar of Albury in Surrey, in 1798 wrote 
a book on the subject, which he called An Essay on the Prin- 
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ciple of Population as it affects the Future of Society. He was 
struck by the rapidity with which the population of England 
was then increasing. He felt gloomy over the future, for he 
argued that food cannot increase at the same pace as people. 
He thought that population tended to increase, unless checked 
by vice and misery, in geometric ratio, while the supply of 
food increased in arithmetical ratio only. It appeared obvious 
that if (say) 20 units of labour and 20 units of capital were 
appUed to the cultivation of an acre of land—then the crop 
one year might be (say) 100 bushels of wheat. But, in the 
succeeding years, the application of the same labour and 
capital would give a decreasing return. For land wears out, 
and this Law of Diminishing Returns seemed to justify his 
gloom. For it required a far greater effort every year on land 
to give the same return. But population continued to increase. 
Consequently a point would be reached when there would 
begin a “struggle for existence,” as the pressure of a growing 
population on a food supply which could not grow at the 
same rate, began to tell. 

His arguments and his fears were long used to justify the 
attitude of the Government, the attitude of laissez-faire, of 
non-interference, in dealing with such problems as poverty 
and unemployment. For governmental interference only 
meant that population would outgrow its food supply. 

Even to-day it is argued that an increase in the numbers 
of the people, by a natural excess of births over deaths, or by 
alien immigration, would be harmful to the interests of the 
working population, because an increasing number of people 
would compete for work. 

It is apparently forgotten that all new-comers come not 
only to sell their labour (that is to seek work), but also 
to buy goods and services, which would necessitate more 
employment to meet their wants. As John Stuart Mill effec¬ 
tively pointed out, “with every mouth God sends a pair of 
hands.” 
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We are, therefore, again left with the problem: How many 
people will make England over-populated ? How many under¬ 
populated? How many would be just the right number? 
Let us imagine Robinson Crusoe on his island. If he were 
the only inhabitant, then the island might appear to be under¬ 
populated. But is it? Robinson Crusoe would have ample 
room in which to roam. But it has been seen that when it is 
said that England is over-populated, it does not mean that 
England is so full that no more people can enter. Then would 
his standard of life be high? He could cultivate the soil, and 
because he had the whole island as his domain (he would then 
employ “extensive” cultivation), he would probably secure 
sufficient food and survive. But his “standard of life” would 
be very low indeed. Robinson Crusoe Island then would be 
evidently over-populated with only one inhabitant! Now if 
another shipwreck occurred, and he were joined by another 
Crusoe, then, because they could begin an elementary sort of 
division of labour, and could cultivate the land more in¬ 
tensely, there would be more than a twofold increase in the 
produce of the soil. Every fresh shipwreck would bring fresh 
help, and every addition to the population would be of greater 
economic gain. It would make possible greater division of 
labour, and a more intense cultivation of the soil. The output 
per head would increase as the number of people co-operating 
increased. Growth of the population would be welcomed 
instead of feared. 

Now when would Robinson Crusoe Island become over- 
populated? As shipwrecks increased and population on the 
island increased, the island might of course become over- 
crowded, but long before that took place the inhabitants would 
be faced with an extremely unpleasant situation. The land 
would begin to yield a less than proportionate return to the 
effort and capital devoted to its cultivation. For the same 
expenditure of capital and effort on a given piece of land 
begins after a time to give a decreasing return. 
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If the mariners had taken with them the economic ideas of 
our industrial society, they would nevertheless find that in spite 
of their knowledge of specialisation, in agriculture opportuni¬ 
ties for close division of labour were not so numerous as in in¬ 
dustry. For food-growing is governed by the sequence of 
seasons and it would not pay any man to become a specialised 
reaper or sower, for he would be able to use his specialised 
skill in only a few months of the year. That is the reason, of 
course, why agricultural labourers have a more general craft- 
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knowledge than any specialised factory worker. 

On the Island the inhabitants would find that after a time 
the yield per head of the population would begin to fall, and 
that if more shipwrecked mariners landed, then in spite of 
division of labour and even their increased hard work, the 
yield from the land would not increase proportionally. Land 
becomes exhausted, for if it were possible to increase the food 
supply indefinitely, then the whole population of Robinson 
Crusoe Island—or of England—could be fed from a very small 
selected plot of land. 

The above imaginary table shows how the increase of 
people on the Island brings greater production per head—up 
to a point—but that after that point (called the Point of 
Maximum Return) the yield per head declines. When one 
person lands and cultivates the land; then the total crop is, 
let us say, five bushels. 

There is, therefore, on Robinson Crusoe Island (and the same 
would apply to England) a certain population at which the 
soil would give the highest return per head. That population 
would be the best or Optimum Population for the island, for 
any increase or decrease in numbers would mean a decline 
in the productivity of the island. 

Malthus and his school were troubled by the decline in the 
productivity of the soil which set in after the Point of Maxi¬ 
mum Return had been reached, which they then called by the 
name of the Law of Diminishing Returns. They negleded or 
ignored what can equally be called the Law of Increasing 
Returns as applying to land when the population is increasing 
to the Optimum Number. 

For as population increases, so does the return from the 
land, till a Point of Maximum Return is reached, which 
coincides with the Optimum Number of people. If there are 
less than this Optimum Population, or if there are more than 
this Optimum Population, there will be a decline in the yield 
from the land from the Point of Maximum Return. 


LAW OF NON-PROPORTIONAL RETURNS 



Modern economists prefer to have one Law to express these 
various relationships. Instead of a Law of Increasing Returns 
to this Maximum Point and a Law of Decreasing Returns 
from this Maximum Point, they prefer p call this the Law 
of Non-Proportional Returns. 

By the Law of Non-Proportional Returns is meant that up 
to the Point of Maximum Return the output per head of the 
population can be increased by increasing the population, but 
that after the Point of Maximum Return any further increase 
in the numbers of the population will be accompanied by a 
decrease in the output per head. 

In the modern economic world the same Law holds good, 
but other fartors have now to be considered. 


Few lands are now entirely agricultural, least of all England. 
All industries, the agricultural, the constructive, the com¬ 
mercial, the transport industries are well represented. Does 
the Law of Non-Proportional Returns apply to all these? 

It will obviously apply to the Extractive Industries. Coal 
on the surface is easy to mine, and any addition of labour and 
capital will give more than a proportionate return of output. 
As the pit becomes deeper, more expensive machinery and 
labour are needed to obtain the same output—that is Dimin¬ 
ishing Returns become obvious, or—what is the same—Increas¬ 
ing Costs begin to operate. It now costs more capital and 
labour to obtain the same unit of coal, until a point will be 
reached at which it will no longer pay to work that mine. 

The same law applies also to the Constructive Industries. 


If the Cotton Industry is taken as an example; starting with 
one workman, an increase of employees will produce a faster 
increasing product (because of the productivity of special¬ 
isation) till a Point of Maximum Return. After that point, 
the output per head will begin to decline. For any further 
increase of workfolk will mean that they will hinder, rather 
than help each other, and ultimately the cotton itself is an 


agricultural product and will be produced 


under conditions 
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of diminishing returns. Men can no more produce an un¬ 
limited amount of cotton goods than an unlimited amount of 
potatoes. It can therefore be said that the Law of Non- 
Proportional Returns will apply equally to Extractive or 
to Constructive Indua;ries. In agriculture the tendency 
to Diminishing Returns will be relatively more pronounced. 
In Manufacture, Man is far more an active agent, and, be¬ 
cause the products are more varied and are not demanded 
with the same intensity, they do not so rapidly reach the Point 
of Maximum Return. But, ultimately, the Law is the same 
for agriculture and manufacture. (This is the other check to 
an indefinite increase in the size of Large Scale Industries.) 

The same Law will also apply to the Transport and Com¬ 
mercial Industries. An ocean liner will not travel twice as 
fast by doubling its coal supply. Up to a Point of Maximum 
Return, an increase of coal and labour will increase the speed 
of the ship. Then any further additions of coal and effort will 
give a less proportionate return. 

There is therefore in every industry and in all industries 
combined a Certain Number of people who can secure the 
maximum output per head. There is also in agriculture a 
Certain Number of people who can produce the maximum 
output per head. 


So that, in any given community which combines agri¬ 
culture and industry, there must be a certain number of 
people who produce the greatest volume of production per 
head. That population is called the Optimum Population for 
that area. If England has this Optimum Population, then an 
increase or decrease in numbers would equally result in a fall 
in production per head. 

It is of course difficult to say what the actual numbers of 
this Optimum Population for any given area may be. That 
will depend on the size of the area or country, on its natural 
qualities and on the qualities of its inhabitants, their ability 
to co-operate, to organise and to maintain peace and order. 
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Still another important factor would be the Capital equipment 

at the command of the community. 

In agriculture, as in manufacture, better machinery and 

better knowledge may make it possible to increase the number 
of workers without decreasing the output per head. Land can 
be used more intensely in agriculture and in manufacture. 
The agricultural improvements during the eighteenth century 
in England increased the product per head of the population. 
In manufacture, the more intensive use of land may mean 
increasing the height of factories and buildings (although the 
London clay will not permit sky-scrapers, such as exist in 
New York, which is built on rock). Above all, increases in 
knowledge—the best seed, rustless wheat, hydro-electric power, 
artesian wells, better and cheaper transport—have made 
possible a larger population with a higher standard of living. 
Indeed, such changes in knowledge in the England of the 
eighteenth century made a larger population essential, in 
order to secure the full advantages of the economy of the 
division of labour. In that case, an increase in population, far 
from causing any reduction in productivity, has in fact been 
accompanied by a large increase. 

It is, therefore, quite possible that the England of say 200 
years ago, with a far smaller population than at present, was 
then overpopulated whereas to-day she may not be. For the 
Optimum number is not any rigid figure. As knowledge 
grows and as capital accumulates, then the Point of Maximum 
Return in agriculture and manufacture advances with an 
increasing population. Because this Optimum number is con¬ 
stantly changing, it becomes impossible to work out what 
should be the best number of people for any given area. For 
that reason, we cannot answer the question whether England 
is overpopulated or underpopulated. So far, the dismal 
prophecies of the Malthusian Schraol have been falsified, for 
a far larger population is living in these islands at a far higher 
standard. So far, science has beaten the tendency of the nig- 
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gardlincss of nature to give returns at a greater cost. 

Those who argue that England is overpopulated, from 
evidence that production per head is declining, may be ignor¬ 
ing the fact that a decline in population below the Optimum 
Number would cause a fall in production as well as an increase 
above the Optimum Number. It is difficult to give any answer, 
which is more than personal opinion. 

In addition to this problem of the Optimum Total Popula¬ 
tion, there is a parallel problem of the Optimum Distribution of 
this population between different areas and between industries. 
Just as it would be best for any area to contain its Optimum 
Number, for that would mean the highest number with the 
greatest productivity per head, so it would be best for every 
industry to have its Optimum Number, for then every person 
would be fully employed at the task which best suited him. 
On the whole, people tend to flow from those industries in 
which they are not wanted to those where they are wanted. 

In the eighteenth century, there was a great movement of 
people in England from South to North. In the nineteenth 
century, there was a great migration of Englishmen from the 
country to the towns. The actual number of people in the 
country did not become less, but only less in proportion to the 
total population. 

What caused these changes in the distribution of the popu¬ 
lation ? 

It has been seen that Society fosters economic freedom. It 
permits any person to enter any craft, it allows any person 
to start a business. In economic terms, it permits any person 
to sell his labour wherever he wishes; it consents to any 
person’s trying to satisfy effective wants. 

People, on the whole, will want to live in the most agreeable 
place they know, but the agreeableness of the place will 
depend a great deal on the price which the locality is offering 
for labour The price of labour is called a wage or salary (that 
is the reward offered to labourers to induce them to take part 



WAGES AND POPULATION 


59 

in production), and most people will want to live where wages 
are highest. 

When wages in a particular industry are high, it suggests 
that there is a demand for labour there, when it is low it 
indicates that there is no great demand. For generally, when . 
a commodity is dear or highly priced, it encourages the factors 
of production to produce that commodity or service. There¬ 
fore wages should be high in those industries producing those 
commodities and services. When wages were higher in the 
industrial North, people moved North; when wages are 
higher in towns, people leave their villages. 

If people move to the high-wage centres, how far do Wages 
affect the total number of people offering work? Or, what is 
the same question. How far do Wages adjust the population 
between the various trades ? the wages in a particular trade 
affect the number offering to work in that trade, how far do 
wages as a whole affect the numbers of the total population? 
Population increases naturally by the excess of births over 
deaths. How far wages influence the birth-rate is very doubt¬ 
ful. The birth-rate may be affected by the state of medical 
knowledge, by housing conditions, by wars, by disease, by a 
general public opinion on the size of families, but it appears 
that those who have the larger incomes tend to have the 
smaller families, and therefore that high wages do not mean 
large populations. 

How far then do wages affect the numbers in different 
trades, which might make for the Optimum Distribution of 
people between the different trades and industries? It is 
possible that the attraction of a higher wage has been the 
chief cause of the migration of peoples. The flow of people 
to the New Lands of America, to the Empty Lands of 
Australia, has been due to a search for higher wages or better 
economic conditions. Religious and political persecution has 
accounted for some migration, too, but economic causes have 
more often been the stronger. But, as in so many cases, here. 
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too, frictional influences prevent the free flow of labour, where 
it might secure the best remuneration and so make for the 
Optimum Distribution of people among industries. 

Governments check immigration by Aliens’ Laws, and, as 
in the case of the U.S.A., by Alien Quotas. The labourer him¬ 
self, in addition, often cannot take advantage of the offer of 
a higher wage elsewhere, because of ignorance, or because of 
a dislike to changing his social environment, especially if he 
has reached middle age, or because of sheer inability to enter 
a new calling when he has given the best part of his life to the 
trade in which he works, or because he has not the means to 
qualify in the new opening. 

These influences are, of course, more powerful as between 
country and country where social environment changes com¬ 
pletely, but even in a particular country itself, such influences 
may prevent the best distribution of labour. No county in 
England would pass a bye-law preventing those from other 
counties seeking work within its area, but “frictional” influ¬ 
ences nevertheless exist which prevent rapid and easy migra¬ 
tion, or mobility of labour. 

The lack of houses might help the human inertia (for ex¬ 
ample an unemployed middle-aged clerk could not easily 
begin preparing to become a doctor when doctors’ wages were 
high, even although he might have the means). In addition, 
the free flow of labour might be checked by Trade Union 
conditions, either because as a member he may be receiving 
out of work allowance which keeps him attached to the trade, 
or because Trade Unions may make it diflScult for him to enter 
the trade by imposing onerous conditions for entry. 

As a consequence, the main adjustments of the number of 
people to any craft are made by diverting the flow of youth 
coming into the ranks of labour. Here again, however, the 
wage inducement, important as that is—for every boy would 
like to enter the best paid calling—is not the final or the 
deciding one. 
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On the whole, occupations tend to be hereditary. Children 
tend to do the same work as their parents. The father can 
often secure their entry, if entry is dif&cult; Trade Unions 
frequently give preference to sons of members, the boy is 
brought up, so to speak, in the craft, and enters it as the easiest 

thing to do. 

In many cases, too, industry is highly localised, so that there 
may be but few alternative trades for the boy to enter. At 
Swindon most boys enter the railway, at Bradford the mill, 
at Durham the mine. Even if the boy wishes to enter a higher 
paid trade, the lack of parental means may prove the deciding 
hindrance. The scholarship system and the school leaving 
advisory committee may to some extent mitigate this rigidity, 
but on the whole these social frictions prevent even youth 
from responding smoothly to the economic motive. 

If people entered the industry offering the highest rewards 
(wages), there would be some reason to believe that they were 
doing the work most wanted by buyers, who expressed their 
wants through the price they were willing to pay. But these 
frictional influences have the effect of keeping people in less 
well-paid work than is available in some other place or trade. 
A.S changes in the methods of production and in the demands 
of buyers constantly necessitate re-adjustments in industry, 
these frictional influences may frequently be the cause of un¬ 
employment. 

It can therefore be concluded that the reward offered for 
work has no great effect in adjusting the total number of 
people offering work to the total work available and that 
various economic frictions prevent the wage offered from 
securing the best occupational distribution of the population. 

By population here is meant the working population. For 
those who own private property can lend it to organisers to 
assist them in production and they are therefore in a position 
to obtain goods and services without working at all. On them 
obviously the wage offered by a particular industry will have 
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little influence. Of course a great many do in fact work, but 
their conduct indicates that while the desire for payment is 
the main driving force in production (payment in this case 
for work) it is not the only force. Because, too, labour cannot 
be separated from the labourer (as interest and profit and rent 
can be separated from their recipients), the younger genera¬ 
tion ma} suffer from the fact that their parents were unable 
to give them the necessary training to fit them for the future, 
so that both the quality and the volume of production may 
suffer in the coming generation. The State consequently 
supplies many goods and services which are likely to affect 
the quality of its future citizens and the volume of future 
production. Such State services are education and health 
services, for if these were left to be bought in the ordinary 
way, then the consequences might be deterioration in both the 
quality and quantity of production in the future. 
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THE PROBLEM OF VALUE 

An extraordinary and striking phenomenon of Economic 
Society is the high value it places on such things as motor-cars 
and diamonds, and the comparatively low value it places on 
far more useful commodities such as bread or meat. How are 
these values decided? Who decides them? 

Witli the application of the division of labour and the in¬ 
creasing specialisation in industry, no man produces commodi¬ 
ties and services for his own consumption. No man can be self- 
sufficing. Man produces and exchanges his product for the 
commodities and services that he wants. In order to make such 
exchange equitable the goods and services have to be valued. 
The value of a commodity or service is, therefore, the rate at 
which it exchanges for other commodities and services. 

Exchange, of course, implies exchange for mutual advan¬ 
tage. One person does not get the better of the other, unless 
force is used, and then there is no free exchange. If Canadian 
wheat is exchanged for English machinery both countries gain 
by the transaction. Jevons pointed out that “exchange is the 
barter of the comparatively superfluous for the comparatively 
necessary.” England has a superfluity of machinery and finds 
Canadian wheat a necessity, Canada has a superfluity of wheat 
and finds English machinery a necessity. Both gain by the 
exchange. 

That goods are exchanged against goods is not seen because 
of the use of money, but obviously the utility of the thing 
bought equals the utility of the money given for it. 

Fundamentally, of course. Value is an ethical conception, 
for different peoples will value different things according to 
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their intellectual development and their moral standards. 
Economic Society, however, because it is based on the division 
of labour and consequently on exchange, expresses the values 
of the commodities and services produced for exchange con¬ 
cretely, in money terms, as Prices. So that the price of a motor¬ 
car is high, bread is cheap. 

It is obvious that for anything to have value at all it must 
have some use. A useless thing is valueless. But some things 
have value to their owners only—a treasured memento, a lock 
of hair, a hand-made chair, a faded photograph—these cannot 
be exchanged. Their values are subjective. To these Adam 
Smith applied the term of “Value-in-Use.” Modern economists 
prefer the term Utility. Other commodities and services can 
be exchanged, for they are wanted by most people. Their 
values are objective. To these Adam Smith applied the term 
“Value-in-Exchange.” Modern economists use the simple 
term Value. 


Because direct barter is clumsy, exchange takes place 
through the medium of money, so that money measures the 
exchange-rates of commodities and services. The price of the 
commodity or service, therefore, indicates its vdue in exchange 
as measured in terms of money. If boots cost a pair 
and a suit of clothes costs ^^4, then the value of a suit of 
clothes is four times as great as that of a pair of boots, r. 

Price may not always measure value. When commodities 
are not for sale, they have Value but no Price. Nevertheless, 
Price is an exceedingly important factor in measuring Values, 
for it permits comparison between apparently non-comparable 
commodities and services. How can we compare the value 
of a singer’s voice with the value of a motor-car, a doctor’s 
skill and a picture, except by price?—for price estimates our 
values. So close, indeed, is the relationship between the two, 
that in certain fashionable localities things may be deliberately 


priced highly to suggest high value. Yet there are differences. 


As Hadley puts it, “A price is a fact. Value is an estimate of 
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what price ought to be ” The price is the same for all; the 
value may differ to different people according to their taste, 

their morals, and their intelligence. 

The Theory of Prices is, therefore, narrower in scope than 
the larger and more general Theory of Value. What then 
makes commodities and service have value? Controversy has 
raged fiercely round this question, and round the whole 
Theory of Value. A very powerful section still maintain the 
Labour Theory of Value. It was advanced by “Classical” 
economists such as Adam Smith and Ricardo, by Socialists 
such as Robert Owen and Rodbertus. Karl Marx gave it its 
power and force in the modern world. The Theory states 
that the value of a commodity or a service depends ultimately 
on the amount of labour embodied in it. After all, it is argued. 
Labour and Land are the two fundamental factors of pro¬ 
duction; all wealth is the result of the application of labour 
to land. Even machinery and all other forms of concrete 
capital are the result of human effort applied to the “gifts of 
nature” and can therefore be regarded as “saved up labour.” 
Labour is therefore the source and the principal measure of 
Value. 

Both Adam Smith and Karl Marx recognised that for a com¬ 
modity to have value it must also have Utility, but even 
Adam Smith was faced with the apparent Paradox of Value— 
the fact that the commodities with the greatest Use-Values, 
such as bread and meat, have low Exchange-Values, whilst 
those with high Exchange-Values, such as motor-cars and 
diamonds, have low Use-Values. Karl Marx, in addition, re¬ 
cognised that the Utilities of commodities are so different to 
different people that he could scarcely look to Utility as a 
basis of Value. 

In the hands of the Marxists, this Theory has been used 
to criticise and condemn the “capitalist” organisation of in¬ 
dustry. Labour is the source and creator of all value, yet 
because the “master-class” own the instruments of production 
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thqr can compel labour to work for a subsistence wage The 
difference between the wage paid and the real value of the 
product of labour constitutes the “surplus-value,” which as 

capitalist class. 

This Theory has its attractions. It appears to be just, that 
what takes two days to make should have double the value 
of what takes only one day to make. It appears to be right, that 
the value of things should bear some relation to the toil in¬ 
volved in making them. As an explanation of existing values 
however, the Theory has little relation to fact. 

Value, it has to be seen, has to be measured. Now if labour 
IS the standard of measurement, which unit of labour is to be 
taken as the standard, for not all labour is the same. Is it to 
be the labour of the inventor, or of the doctor, or of the 
navvy Even if by Labour only manual labour were meant 
then there is still a difficulty. What would be the unit to 
measure the value of the output of the spinner and weaver, 
or of the organ-grinder and the footballer ? And even if the 
same l(inds of labour were compared, then labourers differ in 
output. Is then a time unit to be taken.? Then the gifted and 
skilled would be penalised, for they would produce the same 
output as the unskilled and average labourer in less time. 

Karl Marx was indeed conscious of these difficulties, and he 
tried to give several explanations of the term labour. At one 
stage he took “labour-time,” which would have made it advan¬ 
tageous to employ the untrained and the unskilled, for their 
longer and slower labour would then create more value. Then 
he suggested unskilled labour as the unit, then again average 
labour. Unable to accept any of these, he finally adopted as 
his standard “simple abstract human labour” or “socially 
necessary labour.” Again, however, he left this difficulty un- 
^Wed. For how explain why a week’s labour of, say, a bus 
driver is worth three times that of a farm labourer when they 
are both equally socially necessary.? 

Moreover, if labour has been applied to the making of an 
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article, which when completed is found to be faulty or useless 
or unwanted, the labour can justifiably be called misdirected, 
and, therefore, socially unnecessary, but people will not con¬ 
sciously make valueless things. People will t^y to apply their 
labour to produce commodities and services which are highly 
valued. In other words, instead of labour creating value, labour 
will see\ to ma\e those things which have value. The value 
of the thing will decide how much labour shall be devoted to 
its production. 

What then makes such commodities and services valuable 
if it is not the labour devoted to their manufacture? For in 
some cases the commodity will lose in value when more 
labour has been applied. A picture “over” done, a carving 
over elaborated actually loses in value. Lastly how is labour 
itself to be valued ? If it is labour which creates all values, then 
how is one to measure the value of the labour? For 

1. If the value of a commodity depends upon the amount 
of “socially necessary labour” embodied in it, and 

2. The amount of “socially necessary labour” is dis¬ 
covered when the commodity is valued or exchanged, then 

3. Because its exchange-rate is its value, the Labour Theory 
of Value simply states that Value depends upon Value, 
which is a truism, but which does not answer the problem 
as to what does create value. 

The Labour Theory having been proved inadequate as an 
explanation of value, the Cost of Production Theory was 
advanced by J. S. Mill to solve the problem, and as an explana¬ 
tion of value in the modern world. The Theory simply 
states that the Value of an article depends upon its Cost of 
Production. The argument which is used to support the 
theory is that the economic world is competitive; consequent^, 
if profits in an industry are high, more competitors will enter 
the industry and the increased competition will bring down 
the value of the article produced. If the value falls below the 
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cost o£ producing it, the weak will fall out of the industry, 

those remaining will see their profits reduced and consequently 

will reduce their output. Buyers who compete to buy the 

product will then force the value up again. Producers cannot 

for long sell below their cost of production, for they will 

become bankrupt; they cannot sell very much above, because 

of competition. The value of a commodity will therefore 
depend on its cost of production. 

It was soon pointed out that certain industries have peculiar 
advantages such as proximity to good markets or, in the case 
of agriculture, certain areas have particularly fertile soil, so 
that production costs will vary with different producers. The 
wording of the Theory was, consequently, modified to “The 
value of an article depends upon its cost of production under 
the most disadvantageous conditions prevailing.” 

The apparent truth of this statement conceals very many 
difficulties. Production, it has been seen, is now very round¬ 
about; it is carried on ahead- of demand and in anticipation of 
demand. If the anticipated demand does not materialise then 
the product is worthless, although costs of production have 
been incurred. The value of a misfit in clothing is hardly deter¬ 
mined by costs of production, nor is the value of “shop-soiled 
goods.” 


Often values change after the product has been made. In 
impoverished areas, house-property declines in value, in grow¬ 
ing areas property rises in value. The opening of a new 
railway station will send up land-values in that area. A death 
in the royal family will cause the value of dress-clothes to 
decline and the value of crape to rise. Drought in Australia 
will send the value of cloth up, a bumper cotton harvest in 
America will send the value of cotton goods down. In two 
consecutive years in farming, the cost of production in grow^ 
ing corn may be the same. But in one year the harvest is poor 
because of rain and cold. The values of the harvests will differ 
although the costs of production will have been similar. 
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Like the Labour Theory, this Theory does not explain the 
reason for scarcity values—the high value society places on a 
Rembrandt, or even on exceptional personal ability. Gjsts 
of Production will not account for the scarcity value of central 
mwn sites, nor of first editions of successful authors. 

In some industries, it is difficult to work out the cost of 
production of a unit of the product. On a railway, for ex¬ 
ample, where the trains run whether empty or full, what is 
the cost of carrying a single fare.? or of running an extra train?, 
and how would the cost of production decide the rates 
for travel? Overhead charges go on whether people travel 
by train or not. The railway, of course, charges “what the 
traffic will bear”—that is as high a price as they think people 
will pay. 

Moreover, many industries will sell below Total Costs, but 
not below Prime Costs, rather than allow the factory to stand 
idle and allow competitors to invade their market. Every 
firm has certain Overhead Charges, which go on whether the 
firm is producing or not. Rent has to be paid, the salaried staff 
have to be paid, interest on borrowed capital has to be paid 
and so has insurance. In such a case, if the owner of a firm 
can cover the costs of labour and of raw material and sell at 
a price which contributes however little to his overhead 
charges, he will keep the factory going and hope for better 
rimes. To which Costs of Production does this Theory apply 
—Total Costs or Prime Costs? For when a factory ceases 
working, only the Prime Costs stop; the Supplementary Costs 
(which with the Prime Costs make up the Total Costs) 
go on. 

Again, too, costs of production will vary with the state ot 
the industry, and with output. The industry may have 
reached the Point of Maximum Return, and any further in¬ 
crease of labour and capital will give a less than proportionate 
product. Such may be the case in agriculture or in mining. 
Or the industry may give a greater than proportional return 
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to any expenditure of labour and capital. Such may be the 
case, for example, in the printing trade where, once the type 
IS set, it costs little more to print off 20,000 copies of a book 
than 10,000. In other words the costs of production will depend 
on the amount produced, and this again will vary with the 
industry concerned, according as the cost per unit of output 
increases or decreases with increasing costs of production. 
There will therefore be different costs of production per unit 
for different amounts of a commodity produced. 

Costs of Production will not explain the values of goods 
produced under monopoly conditions—where the monopolist 
can actually raise the value of his output by curtailing pro¬ 
duction. Whether he will of course depends up>on the type 
of industry he controls. He will generally work out the 
different costs of production for varying amounts and he will 
also estimate his market, that is the demand at different 
prices. He will put on the market the amount which will give 
him the greatest returns. If his industry is such that output 
increases, on further application of capital and labour, then 
he will sell a large amount at a small profit per unit; for that 
will give him a greater total profit than a large profit per 
unit on a small sale If however his industry is subject to 
diminishing returns, then a smaller output and a larger profit 
per unit will give him the greater total profits. 

It is true that perfect monopoly does not exist, but imperfect 
as the monopoly may be the cost of production will not ex¬ 
plain the value of goods sold under such conditions. But 
neither does perfect competition exist, so that again costs of 
production will not explain value. 

Lastly, and this is decisive, the Costs of Production which 
according to this theory explain Value, are themselves made 
up of a number of commodities and services which have to 
be valued. In order to produce at all, the industrialist has to 
buy land, and labour, and capital; that is, he has to buy his 
factory and the land on which it is built; he has to buy the 


VALUE AND UTILITY 


71 

raw materials of his trade; he has to buy his labour. In order 
to buy these, he has to value them; what decides their value? 
Like the Labour Theory, this theory argues in a circle. The 
Cost of Production decides the value of the product, but what 
decides the value of those factors entering into and making 
up the Cost of Production —their Cost of Production and 
so on? 

Neither the Labour Theory nor the Cost of Production 
Theory therefore explains what creates Value, what decides 
the values of the commodities and services that are produced. 
What then does decide Value? 

So far the Theory of Value has been considered from one 
side only, from the side of supply. But it is very obvious that 
people will try to apply their labour to making those things 
that people want. And industrialists will incur costs of pro¬ 
duction to produce those things that people want. Then the 
buyer seems to have the deciding voice in production. He 
decides whether or not to buy the commodity or service, he 
decides how much to buy, he decides at what price to buy. 
By skilful advertising he may be persuaded to buy a certain 
commodity (this adds, of course, to the Costs of Production), 
but no industry can live long by making articles that are not 
really wanted. People buy those things that are useful to them. 
Does Value then depend on Utility? 

There are difficulties in the way of accepting such a solu¬ 
tion, the difficulties that made Adam Smith and Karl Marx 

look to “supply” as the deciding factor in the problem of 
Value. 

First, the value of an article may remain the same, while its 
Utility will vary to different people at different times. A loaf 
of bread costs the same to the rich man who can afford a 
large price, and to the poor man who can afford it with diffi¬ 
culty. While its price remains the same to both, its utility 
obviously varies with the buyers. G. Bernard Shaw pointed 
out that At one end of the town there are dinners without 
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appetites, and at the other, appetites without dinnerC” 

Wants evidently influence Value, but how? 

The second difficulty is the one already mentioned in the 
Paradox of Values. For a commodity or service to have Value 
It must have Utility, but Utility and Value seem to vary in- 
versely with each other. Goods with the greatest Utility have 
the least Value-in-Exchange (such things as bread and meat), 
while commodities which have the highest Value-in-exchange 
(such as precious stones) seem to have the least Utility. A^ain 
a poor harvest will often bring in a larger total price thSi a 
pod one. Does the bad harvest satisfy wants better than a 
large harvest? Has it a greater Utility?for its Value is neater» 

What then decides Value? ^ 

The answer is that no person buys or wants the whole har¬ 
vest or the whole supply of any commodity. He wants only a 
very small quantity. The Utility of the total supply of a com¬ 
modity is quite different from the utility of the small quantity 
which IS bought and wanted. A unit of (say) raw cotton is 
more valuable when the harvest is poor because every unit 
IS then of greater utility. The entire supply of bread is, of 
purse, of far greater utility than the entire supply of diamonds, 
but the buyer never wants the entire supply of bread. He 

wants only a very small portion of the entire supply—^just a 
few loaves. 

For every buyer is faced with a very vital reality. If he buys 
bread, the first loaf is of the greatest utility to him, the second 
IS of less utility; the utility grows less with every additional 
loaf until a point is reached when an additional loaf becomes 
a burden—a disutility. This tendency to diminishing satisfac¬ 
tion is apparent in all forms of consumption. All wants tend 
to satiety, No matter what one has, increases will give a less 
and less satisfaction until a point is reached when a further 
increase becomes a disutility. This Law of Satiable Wants or 
of Diminiffiing Utility, then, says that the additional satis¬ 
faction which persons receive from any increase in the supply 
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ol any commodity or service diminishes with every unit that 
is added. 

It is sometimes argued that there are two exceptions to this 
Law. The drunkard apparently finds greater satisfaction the 
more he drinks. But then he is abnormal, and even he reaches 
a point when he is too drunk to drink. 

Is there a limit to Man’s demand for money.? Can Money 
become a disutility? For the mere coins quite obviously so. 
No one but the miser enjoys watching his hoard, but even he 
would find—say—;rioo in pennies a burden. No one wants 
money for its own sake; money is wanted for what money 
will buy. Now the use for money is so varied that newer and 
more varied satisfactions can be gratified, but ultimately these 
too begin to pall. There is no exception to the Law of 
Diminishing Utility. 

The Utility of a commodity therefore diminishes as the 
supply increases. This tendency for additions to the quantity 
of a commodity to give a continually diminishing utility ex¬ 
plains why people do not spend all their incomes on a single 
commodity. No person will go on buying a commodity until 
it gives no further satisfaction. He will, on the contrary, begin 
to compare the utility to be obtained from an additional 
unit of the commodity, with the satisfaction he could obtain 
by buying a unit of another commodity. If the price of the 
commodity remains unaltered, he will decide that he would 
obtain greater utility by spending on some unit of another 
commodity the money necessary to buy another unit of the 
first commodity. The unit which the bliyer just decides to 
buy at a given price is called the Marginal Unit.' The Value 
of a commodity will depend on its Marginal Utility. For ex¬ 
ample: a typist decides to buy four glasses of milk a day 
when milk is at 2d. a glass. We have seen that according to 
the Law of Diminishing Utility the fifth glass will give her 
less satisfaction than the fourth and so on. The 2d. that would 
buy her a fifth glass might instead buy her a pastry. If she 
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thinks that the pastry will give her greater satisfaction than the 
additional glass of milk, she will buy it. Everybody tries to 
get the maximum satisfaction from the way he or she spends 
their money. They try to spend it in such a way that they 
should not feel that a i/- or a id. spent in one direction would 
have yielded more satisfaction than the i/- or id. when it was 
spent as it was. They try to secure the maximum satisfaction 
by spendmg in such a way that the marginal coin spent on 
each coi^odity or service has produced the same amount of 
utility—for had the coin been spent in any other way, the 
change would have been to their disadvantage. This is some¬ 
times called by the high-sounding name of the Law of Equi- 
Marginal Utility; that the consumer will so regulate his pur¬ 
chases that the marginal satisfactions derived from his different 
purchases will be equal. 

The difficulties then which faced Adam Smith and Karl 

Marx are answered by the Marginal Utility Theory of Value. 

It explains the Paradox of Values, for it shows that the 

Marginal Utility of such things as bread is low because people 

have enough. If there were a famine the Marginal Utility of 

bread would rise and so its price would increase. The Marginal 

Utility of diamonds is high, because those who can afford 

diamonds already have their less costly wants satisfied and 

then value highly the satisfaction to be obtained from personal 
display. 

Similarly this Theory explains why, if the supply of a com¬ 
modity increases, its value will fall—simply because the addi¬ 
tional supply will satisfy a less intense want than the previous 
supply. 

It has been well pointed out that no Labour or Cost of 
Production Theory will explain why steak has a greater value 
than shin of beef from the same beast, or why corn has a 
greater value than straw from the same plant. The Marginal 
Utility Theory offers the best explanation. 

We have seen that the Marginal Utility of a commodity is 
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the Utility of that amount which, in the opinon of the buyer, 
is just worth buying at the given price. But if the price of the 
commodity fell, then the buyer might either buy more of the 
same commodity or he might still buy the same amount, and 
because he had more money to spare he might buy something 
else which at the previous price he considered not worth while. 

Or a similar result might be obtained if the buyer’s income 
were increased. 

Our typist might buy a fifth glass of milk, either because 

milk was reduced in price or if her wages were increased. 

Conversely then, a rise in the price of milk, or a fall in the 

typist’s pay will bring about a rise in the Margin—that is each 

glass of milk will cost more and she will drink less, for at the 

higher price perhaps the third glass of milk will be the mar¬ 
ginal one. 

Because a market is competitive, no seller can charge a 
variety of prices to suit difierent people’s pockets. He will 
generally charge the same price, for otherwise the consumer 
who has an alternative will go to the cheaper shop and the 
cheaper price will fix the price for the others. Consequently 
at any given price there are some who obtain the commodity 
for less than they are really prepared to pay. There may be 
still others who will not buy at all, for they consider the 
Utility of the commodity less than the Utility of the other 
things they can buy at the same price. There is also an inter¬ 
mediary class, who are prepared to pay the price charged— 
they are the Marginal Purchasers. 

Let us go back to our typist drinking milk. Rather than 
go without her milk she would be prepared to offer 

qd. for the first glass 
^Yzd. for the second glass 
2l4d. for the third glass 
2d. for the fourth glass 
iVzd. for the fifth glass 
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Now if the milk were sold at i/^d. a glass, she would drink 
five glasses per day. If the price were 2d., she would drink 
four glasses and so on. If the actual price were 2d. a glass, 
then the Marginal glass of milk would be the fourth, which 
is another way of saying that it is worth her while to buy four 
glasses of milk at 2d. a glass. For to buy a fifth glass of milk 
would mean paying 2d. (the price charged), for what she 
regards as being worth only lYzd. Because the glasses of milk 
are all identical, the Marginal Utility of the fourth glass of 
milk is that of all the glasses of milk and the price of the 
marginal glass will be the price of all the glasses of milk. Con¬ 
sequently, Price measures the Marginal Utility of the com¬ 
modity or service purchased. 

As purchasers aim at putting all their money to the best 
use in order to obtain the maximum of satisfaction, the prices 
of all commodities and services tend to equal their Marginal 
Utilities as measured in money. 

Let us return to our typist. When she bought the milk 
she obtained qd. worth of utility from the first glass, 3^2^- 
worth from the second glass, 2 l 4 d- worth from the third glass 
and 2d. worth from the fourth, which makes a total of i2d., 
which means that she would have been prepared to pay one 
shilling rather than go without her four glasses of milk. But 
in fact she pays only 8d.‘ The difference between the price 
she would have been willing to pay and that which she actu¬ 
ally paid is called the Consumer’s Surplus. Here it is qd. 

The question now arises—if there was a Consumer’s Surplus 
of qd. why was she not charged, say, 2V2d. for a glass of milk; 
for even then she would still be receiving i/- worth of satis¬ 
faction for lod. The reason is that (i) if the price were zYzd. 
she would not have bought four glasses of the milk, (2) and 
because the seller knows that if he sold at 2V2d. a glass, the 
high price would act as a check on the demand for milk. Nor 
indeed does he want to sell as much as possible, for an in- 
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He sells at the price and the quantity which yields him the 
biggest profit. He finds that to sell many glasses of milk at 
2d. per glass will give him a bigger profit than to sell a 
smaller number at iVid. a glass or a much larger number at 
lYzd. a glass. 

Similarly there will be many firms selling milk, or produc¬ 
ing commodities and services. No firm wants to produce at a 
loss. It is therefore the Marginal Firm, the firm which is just 
able to continue producing, which is the deciding factor on 
price. Those firms which are better organised or better 
equipped or better situated, could of course sell below the price 
of the Marginal Firm. Their gains, that is the difference be¬ 
tween the price at which they could sell, and the price at which 
they do sell, is called the Producers Surplus. (This Marginal 
Cost of Production applies not only to the Marginal Purchaser 
but also to the Mai'ginal Output of any Producer.) 

Lastly, just as consumers will tend to spend their income in 
such a way that the Marginal Utilities of all the things pur¬ 
chased are equal, so producers will tend to employ all the 
factors of production in such a proportion that the Marginal 
Returns from each arc equal. That is producers will buy land, 
labour and capital aLCording to their Marginal Utility. 
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SUPPLY AND DEMAND 

The value of a commodity or service, we have seen, depends 
on its Marginal Utility. That is simply a more technical way 
of saying that the Price of an article depends on Supply and 
Demand. The value of a commodity will decide how much 

to its making. The 
value of the labour, of the capital and of the land—^the value, 
that is of the factors of production which are applied to the 
making of commodities, is therefore derived from the value 
of the goods which they help to produce. If the demand for 
their product rises then their value rises. If the supply of their 
product is increased (with no corresponding increase in 
demand), their value will fall with the fall in the value of their 
product. 

Now the value of a commodity depends on its Marginal 
Utility and the Utility of the commodity is related to, and 
influenced by Demand. 

What exactly is meant by demand? It does not mean a 
vague want for a thing. It does not mean any passing whim. 
Producers will satisfy only the wants of those who have the 
Means to make their wants effective, and who have the Wil¬ 
lingness to use their Means to make their wants effective. 
When for example the phrase “the demand for motor cars” 
is used, it may mean that we should all like a car if 
offered one. More accurately, it means that those who can 
afford to buy a car are willing to buy one at the price then 
ruling. 

There is no such thing, therefore, as Demand apart from 
Price. The only demand which has any economic importance 
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labour, capital and land should be applied 
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make it effective and a Willingness to do so. If the price of 
motor cars were lowered, then another section of people 
who want a car, who can afford one at the new price, and 
who are willing to buy one would increase the demand for 
motor cars. The market for motor cars has been extended, 
for a new class of buyers can make their wants effective. If 
the price were raised then some of those who can afford them 
now would not buy them at the increased price. The market 
for motor cars would contract. 

G)nsequently, we can say that for most commodities, the 
Demand varies inversely with the price. The demand in¬ 
creases as the price falls, the demand diminishes as the price 
rises. The reason is obvious from the Law of Diminishing 
Utility. Our typist would have bought a fifth glass of milk 
if milk had been iVzd. a glass, although the utility of the fifth 
glass was not great enough to induce her to pay ad. for it. 
As the price of milk falls, it becomes worth while to buy 
more. As the price rises, we decide to buy less of one com- 
m.odity at the increased price and to divert our spending to 
the purchase of goods from which we expect to obtain greater 
utility. 

It is the elective Demand for goods and services which 
decides whether they will be produced or not. But the term 
Effective Demand needs closer investigation. 

When the Effective Demand for any commodity varies 
greatly with any change in price, we say that the Demand for 
that commodity is Elastic. When it varies but little with any 
change in price, then we say that the Demand for that com¬ 
modity is Inelastic. 

For example, if the price of bread were either raised or 
lowered the demand for bread would not vary very much. 
The demand for bread is therefore Inelastic. If the price of 
motor cars were citlier raised or lowered, then the demand 
would vary greatly The demand for motor cars is therefore 
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Elastic. On the whole it would be true to say that the demand 
for the necessities of life is largely Inelastic, while the demand 
for the comforts or the luxuries of life is largely Elastic, 
although it has been seen that it may be difficult to classify 
rigidly what exactly is a luxury and what a necessity. Thus 
the large rise in the price of tobacco since the War has made 
no great difference to the demand for tobacco. Some may 
have regarded tobacco as a luxury, yet the demand for this 
luxury has proved Inelastic. 

Again, the Demand will be more Elastic for those com¬ 
modities which are expensive than for those which are cheap. 
The reason is that for very small items there is little thought 
or worry as compared with our more costly needs. For ex¬ 
ample, the price of salt or mustard or cotton-thread or nails 
is such a small proportion of our total expenditure that the 
demand for these small things is fairly Inelastic. 

Also the elasticity of demand for part of the supply of a 
commodity is always greater than that of the whole. For 
example, taking the world as a whole the elasticity of demand 
for coal or iron or cotton is small. But the elasticity of demand 
for South Welsh Coal, or Swedish Iron, or Egyptian Cotton is 
far greater. 

In addition, the demand for commodities for which there 
are many substitutes (or what is the same, where demand is 
alternative) ^vill be more Elastic than the demand for a com¬ 
modity which has none. The demand for tea is made more 
elastic by the fact that there are competing demands for coffee 


and cocoa. The demand for mutton is made more elastic by 
the fact that people can also buy beef or pork. If one of these 
commodities becomes cheaper, then those who consumed the 
other will turn to the cheaper commodity. The demand for 
the cheaper alternative will therefore expand in two direc¬ 
tions. Those who ate (say) mutton will eat more, because it 
is cheaper and those who ate beef or lamb will turn to eating 
mutton. If the price, however, rises, the fall in demand will 
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therefore be greater too, for the consumer can more easily turn 
to an alternative. 

Again, just as there is an Alternative Demand for Wool or 
Cotton, Gas or Electricity, so there is a Joint Demand for com¬ 
modities—there is a Joint Demand for a pipe and tobacco, for 
cups and saucers. The ratio of one to the other may be Fixed, 
as in the case of cups and saucers,or pictures and picture hooks; 
or Variable as in the case of a pipe and tobacco, pen and ink. 
In all cases of Joint Demand a demand for one will involve 
a demand for the other. The elasticity of demand will, there¬ 
fore, be the same for those commodities demanded jointly 
whose ratios are fixed. It will, of course, vary where the 
ratios are Variable. 

Lastly, the demand for a commodity which is too expensive 
for the larger section of the population will be less elastic 
than the demand for a commodity which everyone is buying. 
For example, if books became cheaper, then those already 
buying books will buy more, and in addition those who have 
refrained from buying will now begin to buy books. If, how¬ 
ever, the price of houseboats or of aeroplanes, or of hunting 
lodges becomes cheaper, those who already have these expen¬ 
sive commodities will hardly change them more frequently, 
and it is unlikely that at a cheaper price any new section of 
people will buy them. 

The Elective Demand for commodities at a given price 
will vary, too, with time and occasion. In winter the Effective 
Demand for coal will rise, while the Effective Demand for iced 
drinks will fall off. In summer the Effective Demand for 
overcoats will fall off, while the Effective Demand for flannels 
will rise. 

Again a sudden and unexpected spell of cold weather will 
cause a rise in the demand for (say) overcoats, without any 
fall in price—indeed the sudden increased demand may cause 
a rise in price. The same sudden cold snap may also cause a 
fall in the demand for flannels. 
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Now a rise in the demand for overcoats would also have 
been caused by a fall in their price. A fall in the demand for 
flannels would also have been caused by a rise in the price of 
flannels. 

We can therefore say that an increase in the Effective 
Demand for a commodity may occur either, (i) because the 
commodity has become cheaper, or (2) because, in the opinion 
of buyers, die utility of the commodity has increased. 

Similarly a fall in the Effective Demand for a commodity 
may be due (i) to a rise in price, or (2) to the fact that in 
the opinion of the consumer the commodity yields less utility 
than formerly. 

The price of a commodity varies, too, according to its 
Scarcity and according to the Intensity of the Demand. Now 
we have seen that Costs are incurred by industrialists up to 
a certam point, because at the price then ruling there is a 
profit to be made by incurring them. The seller knows that 
by reducing the price of his commodity he will increase his 
sales. The question now arises: How far can he reduce it.? 
He cannot reduce it below what it cost him to manufacture 
the commodity without making a loss. For his reward (that 
is his profits) consists in the difference between the price at 
which he sells the commodity and the price which he paid to 
manufacture it (together with the cost of keeping it, till it 
was wanted). 

Now if the price of the commodity increases without any 
corresponding rise in the price which the manufacturer has to 
pay to manufacture it—then the amount of his profits will 
increase. Under competition, two results may possibly follow. 

I, The manufacturer or the shopkeeper will be so elated 
at his increasing profits that he will try to sell more, in 
order to take advantage of the rise in price of his com^ 
modity. To manufacture more he will offer higher prices 
for the Factors of Production, that is he will pay more for 
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land, a higher interest for his capital, and a higher wage for 
his labour to secure their co-operation. 

2. In addition, others, hearing of the large profits to be 
made in the industry, will themselves set up as manufac¬ 
turers of the commodity and they too will therefore offer 
more for the Factors of Production. 

By such methods the supply of the Factors of Production, 

that is the supply of labour, of capital, of land, will be diverted 

to producing those commodities whose price has risen. 

Similarly the reverse would be true. If the Effective Demand 

for a commodity diminishes and as a result people offer a 

lower price for it, the consequences will extend right back. 

The manufacturer or seller will receive less profit; some may 

even go bankrupt; some may cease manuLcturing. In all 

cases the result will be that the amount produced will be 
reduced. 

It would, therefore, be true to say that a rise in the price of 

a commodity will ultimately bring about an increase in the 

amount produced and offered for sale. A fall in the price will 

cause a fall in the amount produced and offered for sale. 

So far we have dealt with the various problems set up by 

Demand. But Demand is simply the obverse of Supply. 

Generally, if there is an effective demand for a commodity, it 
is supplied. 

But, however, the Supply of a particular commodity, in so 
far as it represents the Stocl{^ in existence, has no very impor¬ 
tant influence on Price. What does matter is the Effective 
supply, that is the amount the sellers are putting on the market 
at a given price. Like Effective Demand, Effective Supply only 
has meaning when a price is stated. 

The term Effective Supply now needs further explanation. 
An increase or decrease in the price of a commodity induces, 
we have seen, an increase or decrease in the supply of the 
commodity. But how rapidly can the supply react to the price? 
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For example: I£ there were a growing demand for pins and 
needles and the price rapidly increased, then the amount 
offered for sale, that is the Effective Supply, would be in¬ 
creased very rapidly. The Effective Supply would be highly 
Elastic. 


If, however, the price of railway engines rose when the 
factories making these engines were already working to 


capacity, some time would e 
railway engines was put on the market. It would take time 
before the owners could equip new factories and before any 


lapse before a supply of more 


competition could become effective. The Effective Supply 


would be Inelastic. 


Similarly if the price of a commodity fell, it would take 
some time before the supply of that commodity was reduced. 
Suppose, for example, that the demand for books declined. 
The publishers and printers could not immediately apply their 
equipment (their land, labour and capital) to produce some 
other commodity. They might find it impossible to use their 
plant for any other purpose. Some publishers and printers 
might go bankrupt, some might stop publishing and print¬ 
ing. Others rather than receive no profit at all would continue 
production at lower profits. Of course, men would be dis¬ 
missed; as the machinery wore out there would be no re¬ 
newals—ultimately the output of books would slowly decline. 

Commodities also differ, not alone in the Speed with which 
their supply reacts to changes in price, but also in the Degree 
with which they react. For example: a rise of (say) 25% in 
the price of one commodity may cause a very large increase 
in the Effective Supply or the amount produced of that pro¬ 
duct. An increase of the same proportion in the price of 
another commodity may bring about only a very small in¬ 
crease in the amount produced. The reasons for this differ¬ 
ence are the varying natures of the industries. In some in¬ 
dustries any expansion which may be due to a rise in price 
will be followed by increasing returns. In other industries the 
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rise in price will cause an. expansion, but the increase will be 
very much slower. Still in other industries the returns may 
actually diminish. 

Where the Effective Supply reacts easily in response to a 
rise or fall in price the Supply is Elastic. 

Where any change in price brings about only a small 
response in supply the Supply is Inelastic. For example: if the 
price of bicycles rises as a consequence of an increased demand, 
the bicycle manufacturers will be encouraged to manufacture 
more. In addition the high prices and consequent high profits 
will encourage more manufacturers to enter the industry. The 
manufacturers will find with the larger output—owing to the 
advantages of large scale industry and the increased division 
of labour, that the cost of producing a single bicycle will 
grow less. Manufacturers will, therefore, have a double in¬ 
ducement to produce more. Prices have risen and therefore 
their profits increase, and in addition the more they produce 
the more the cost per unit decreases, so that profits will in¬ 
crease still further. The Elasticity of the Supply of bicycles 
will therefore be very high. 

If, however, the price of bread rose, the farmers might 
indeed attempt to grow more corn, but they might find that 
the additional labour and capital needed to grow the greater 
supply would be so great, that a unit of product might not 
cost much le,ss, and might even be higher than before (because 
of the operation of diminishing returns or because the farmer 
would have to resort to less fertile lands). The Effective 
Supply of corn is therefore Inelastic. 

Many commodities, too, are produced jointly under con¬ 
ditions of Joint Supply—beef and hides, mutton and wool, 
wheat and straw, cotton and cotton seed. In such cases Costs 
cannot be determined separately. The cost to produce cotton 
seed (for oil cake for cattle) is the cost to produce cotton. 
The costs rise or fall together so that while the d-.mand 
remains constant, if the cotton becomes cheaper so will the 


D 


Ul 



86 


SUPPLY AND DEMAND 


cotton oil cake, because if the cheapness of the cotton has been 
due to its increased production, the production of cotton seed 
has automatically been increased too. With the increase of 
supply and the constant nature of demand the price will fall. 
The Elasticity of Supply of each product, produced under con¬ 
ditions of Joint Supply, is generally less than it would be if 
it were produced separately. 

If the demand for one is more elastic than the demand for 
the other, then one price may vary more than the other, but 
both prices will move in the same direction. If however there 
is an entirely independent change in the demand, their prices 
may move in opposite directions. For example if more cattle 
are reared so that more oil cake is needed, then the price of 
oil cake will rise independently of what happens to the price 
of cotton. And if more cotton is grown to obtain the cotton oil, 
then the price of cotton will fall, because there has been an 
increase in the supply, while the demand has not altered. 

Just as there is an alternative demand for such commodities 
as wool and cotton, so Supply is said to be Alternative when 
the same set of “factors” can be made to produce more than 


one class of commodities. Thus land can be used to grow 
wheat or barley, or to build upon. It will obviously be used to 

produce that which is most profitable. 

There are lastly articles of Composite Supply and Demano. 
Demand is said to be Composite when a commodity is 
demanded for many purposes. For example, wood can be 
used to make furniture or to heat the house, steel can be used 
to make screws and battleships. In winter time, coal is needed 
for the household so that the price of coal goes up. If war 
breaks out, steel is wanted to make ships (less will be avail¬ 
able to make nails and screws) so that the price of steel every¬ 


where rises. 

Supply is said to be Composite when the commodity can be 
produced from many quarters. For example, different firms 
produce worsteds, different transport systems supply the 
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service of conveyance. As however most Supply and Demand 
is of a Composite character these are not really special cases. 
There is, however, one important exception—where a Mono¬ 
poly exists, and a Monopoly can exist in demand as well as 
in supply. 

No increase in the price offered can cause any increase in 

supply of Michael Angelos or of Van Dycks. On the whole, 

although to a smaller extent, the same would be true when the 

producer has a Monopoly—that is when the producer can 

control the selling price or the output. He may then decide 

not to increase the Supply of the commodity when the price 

goes up or decrease it when the price goes down. He may 

adjust his price and his output in such a way as to secure the 

maximum profit, and because he has a monopoly he has not 

to fear any competitor coming in to upset his calculations. 

Now under conditions of free competition, it has been seen 

that Price is determined by the Marginal Cost of Production 

on the one hand, and by the Marginal Utility of the article on 

the other. How is Price determined under conditions of 
monopoly ? 

1. In those cases where the industry enjoys a legal mono¬ 
poly-water, electricity, gas, even railways—competition we 
have seen is both uneconomic and impossible. In such cases 
the State has some voice in the control of prices. But how 

is price fixed in the case of monopolies in ordinary com¬ 
modities.'* 

2. If the demand for the commodity is inelastic, the 

monopolist will be able to raise the price without any great 

Hlling off in demand. If the demand for the commodity 

is elastic, then the monopolist will fear that if he raises his 

price there will be a serious fall in demand and therefore 
in his profits. 

3. Again if the monopolist is producing under Increasing 
Returns, it will be advantageous to sell at a reduced price 



88 


SUPPLY AND DEMAND 


because, first, at a reduced price the demand would be 
stimulated, and secondly, his larger output would enable 
him to take advantage of large scale production and of the 
economies of increasing division of labour. If the com¬ 
modity is however produced under conditions of Diminish-* 
ing Returns then it will not pay him to reduce the price 
unless the demand expands so rapidly that it more than 
covers the increasing cost per unit. 

Consequently wfi can say that the monopolist has one of 
two alternatives: 

1. Either he can put on the market the amount he regards 
as remunerative and leave the price to be determined by 

the market. 

2. Or, having set a minimum price on the article which 
will be decided by his cost of production, he can impose 
any price above that minimum and leave the amount to 
be demanded to be decided by the public. So that: 

1. If he fixes the price, the quantity to be supplied will 

be decided by the marginal buyer. 

2. If he fixes the output, the price at which he sells will 

not be above the marginal demand price. So that we can 
say that the power of the monopolist is not absolute. He 
can fix either the price or the output but not both, and 
assuming that he had perfect knowledge of the market, 
the monopoly price is fixed at the point at which the 

largest net profit will be obtained. 

Under normal conditions, then. Price acts as a kind of 
economic pointer, telling people which goods are wanted and 
which are not, and therefore which goods should be produced 
and which not. It also indicates how much should be produced 
at the price, that is which goods should be produced in greater 
quantities and which in smaller amounts. For if the price of 
the goods rises, then the Effective Demand for them will fall. 
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if the price fails thea the Effective Demand will rise. Again, 
if the price of a commodity falls the Effective Supply of that 
commodity will shrink, while if the price rises the Effective 
Supply will expand. 

Prices therefore adjust Supply to Demand and Demand to 
Supply. Consequently Prices perform two important econo 
mic functions. 

1. They distribute the existing supply of commodities 
among those whose wants for these commodities are great 
and which are backed by an ability and a willingness to 
make the monetary sacrifice in order to have their wants 
satisfied. 

2. They act as an indicator to producers, encouraging in¬ 
creases or provoking decreases in the total amount being 
produced. That is they guide the future adjustment of the 
supply of commodities and services. 

Ultimately then the Price of a commodity tends to settle 
down at a level at which the Effective Supply of, and the 
Effective Demand for the commodity are equal. 
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MONEY AND ITS FUNCTIONS 

Nobody wants money for its own sake, except the miser who 
gloats over his hoard. We want money for what money will 
buy—to obtain goods and services to satisfy our wants. If 
every person were able himself to produce those goods and 
services he needed, very obviously he would need no money. 
But of course no man can. People specialise in production, 
and supply only one kind of commodity or service. Their 
product is first exchanged for money. The money is then 
exchanged for the goods and services needed. Could not then 
a person obtain what he wanted by exchanging his own sur¬ 
plus product for someone else’s? Even this could not easily 
be done, for barter, or the direct exchange of goods, is both 
difficult and cumbrous. It would involve what is called “a 
double coincidence of wants.” For example, a bootmaker who 
wanted bread would have to find a baker who not only 
wanted to barter bread, but to barter bread for boots. 

When he had found him, he would have the further 
problem of deciding how many loaves a pair of boots was 
worth, for as any commodity might be exchanged for any 
other, it would be necessary to know the value of each com¬ 
modity, in terms of every other. 

This barter becomes even more difficult when, as in the 
modern world, no man makes a pair of boots or a loaf of 
bread. Each man does only a fraction of a task. How is the 
person who punched, say, the eyelets in the boots to exchange 
his surplus for the surplus of the man who looked after the 
machine kneading the dough? 

It is obviously easier to find some common Medium, which 
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will exchange for all commodities. The machine-minder can 

sell his labour for that Medium. The eyelet-puncher can sell 

his labour for the same Medium. And as the Medium will be 

able to buy—that is to be exchanged for, any other commodity, 

exchange of effort does become possible. In addition, this 

Indirect Exchange has the further advantage that the Medium 

of Exchange can be divided and spread over the purchase of 

a great variety of goods. This Medium of Exchange is known 
as Money. 

Now if everyone agreed to measure the value of their com¬ 
modities and services in terms of money, it would then be 
easier to compare the value of one commodity with the value 
of another. It would also be easier to remember the values of 
different commodities. Money, already a Means of Exchange, 
thus also becomes a Unit of Value by which we can compare 
the values of goods and services, which are so different and 
varied as a visit to the theatre, a book, a gramophone and a 

railway ticket. The values so expressed in money terms are, 
of course, prices. 

Without Money, then, there would be no specialisation, no 
division of labour, no scientific organisation of industry. Ip 

deed a bad Monetary System would ruin the most technically 
perfect industry. 


In countries advanced economically, too, contracts are made 
over long periods. Wage agreements may be made to last for 
years, insurance policies stretch over a number of years, even 
ordinary business transactions allow a period to elapse before 
payment. A unit is therefore needed which will have the same 
value in the future as at the time the transaction or contract 
is made. As Money has been found to serve this purpose too 
It has become a Unit or Standard of Deferred Payment. 

The last function of Money is to act as a Store of 
Wealth. A person wishing to conserve his wealth in some con¬ 
venient form which will always be realisable and which will 
always constitute the power to demand, will find the Money 



MONEY AND ITS FUNCTIONS 


92 

Medium the best for the purpose. For in what other form can 
he store the commodities and services he may require at some 
future date? So long as the Monetary System is in good order, 
a unit of money—say £ i—will buy as much next year as this. 
To save the is therefore equivalent to saving the commodi¬ 
ties and services that the ^1 will buy. It is obviously more 
convenient to hold and accumulate than goods which de¬ 
teriorate and services which cannot by their nature be stored. 
For money gives the owner a freedom of choice in satisfying 
his wants, which a commodity can never give. Ten shillings 
and a ten-shilling book may be worth the same, but with the 
money he can buy any commodity or service that he may then 
need. It offers him therefore a kind of security in emergency, 
which a commodity can never do. In industry, too, it enables 
people to plan ahead, to meet unforeseen emergencies. It 
enables people easily to save for the future, for how could a 
man store boots and bread for his old age? 

Money therefore represents a claim on commodities and 
services. Its possessors have the power to demand from society 
the goods and services which have been measured in money 
terms. Money can be regarded as a machine which eases the 
process of exchange, which enables specialisation and the divi¬ 
sion of labour to function. Money prices indicate to business 
men or entrepreneurs which goods are wanted and which 
goods should be produced. For economic society to live well, 
therefore, a good monetary system is essential. 

Like most institutions of civilisation, our present monetary 
system has slowly developed. As soon as the necessity and 
the advantages of exchange were realised, peoples had to 
employ a Medium of Exchange, which soon became a Stan¬ 
dard of Value, in order to facilitate the interchange of goods. 
So that a variety of materials has been used as Money by 
different peoples—salt, shells, cattle, tobacco, slaves, according 
to the civilisation and the economic standards of the time. 
Experience has ultimately decided in favour of the precious 
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metals. Although by no means a perfect Money Medium, the 
precious metals offer the best quaHties necessary for a good 
money material. 

They are compact and portable, they are durable, they are 
uniform, they are easily recognisable, they can be divided with¬ 
out loss of value. Above all they possess two special advantages 
which make them especially serviceable. First, on the whole 
they are not subject to vast changes in quantity and this keeps 
them fairly stable in value. Since the value of the money- 
material measures the value of all other materials, any altera¬ 
tion in the value of the money-material would affect the value 
of everything else. It is therefore essential that the money- 
material should be as stable in its value as possible, for other¬ 
wise the measurer of value would itself be no measure. If we 
want to measure length or weight or time there is a standard 
foot, a standard pound, a standard time, to act as the measurer. 
If these varied it would be impossible to measure them. 
Similarly, if the value of money varied; how could we measure 
the value of other things.? Although the precious metals are 

not of unchanging value, yet they offer the most stable value 
at the moment. 


Secondly, the money-material must have a utility of its own. 
It must be valuable apart from its capacity to serve as Money. 
It must have an intrinsic value of its own, so that it will be 


generally acceptable. Any commodity which everybody want.s, 
that is. which is generally acceptable, can serve as a money- 
medium. Gobi and silver stand out as pre-eminent. They are 
divisible without loss of value (compare cattle), they are 
durable (compare slaves)—it has been calculated that it would 


take 5000 years for a gold sovereign to wear out—they are 
malleable and can be stam[')cd so as to be made recognisable, 
they are rustless, they can easily be minted into standard coin. 


In comparison with the world’s stock of gold, the yearlv 
output is calculated to be about 5%, so that the value of gold 
is comparatively stable. Hoth gold and silver are wanted for 
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their own utility, they are ornamental and decorative, and 
when needed they can be melted down and converted into coin. 
They are not too heavy to be portable (imagine a large pay¬ 
ment in iron coin) or too valuable to be beyond the reach of 
daily needs (imagine diamonds being used as money). As a 
consequence, gold especially has ousted all earlier forms of 
money. 

Recently there has been a further development of credit 
instruments and paper money, which apparently takes the 
place of gold, but which in fact represents gold. If gold is 
dropping out as an actual Means of Exchange it is still how¬ 
ever the basis of calculation or the Standard of Value. For 
although paper money is in circulation, the paper represents 
gold and it is because it represents gold that the printed paper 
has any value at all—in themselves, as paper, notes are value¬ 
less. 


Money is needed because it facilitates exchange. In order 
to help exchange still further, gold, silver, and copper are 
coined, that is a seal or mark is stamped on the metallic pieces 
to indicate the amount of metal they contain. These stamped 
pieces are called coins because they are stamped by a wedge- 
shaped punch or coign. The origin of the word money is 
obscure, although it is supposed that coined pieces of metal are 
so named after the temple of Juno Moneta in Rome, where in 
Classical times coin was minted. 


In England there are a variety of coins in gold (since the 
War, gold has been withdrawn from circulation), silver, and 
copper and in addition there are various forms of paper money 
such as Currency Notes, Bank Notes, Cheques, and Bills of 
Exchange. The exact function of the State in economic matters 
may be subject to keen controversy, but probably most will 
agree that the State should regulate and control contracts. A 
sale can be regarded as a voluntary agreement to exchange 


money for goods; it is in fact a contract of exchange and is 
therefore State-regulated. Consequently the State regulates 
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the coinage o£ the realm. 

To facilitate exchange still further, the State selects one 
commodity (or more) as its Standard Money and makes it 
standard by giving it the quality of full Legal Tender. In 
England gold is full legal tender—when it is offered, it must 
be accepted in settlement of any debt, for any amount. For 
smaller transactions, subsidiary coins are issued of silver and 
copper which are not legal tender to any amount. These are 
merely Token Coins—they only represent Standard Money; 
they act as a substitute for gold in small transactions. 

The State has monopolised the right of coinage and regu¬ 
larised the whole monetary system. Imagine the obstruction 
to exchange if every county in England had its own coinage. 
A uniform system gives cohesion to an area and facilitates 
exchange within that area. The English State adopted the 
Gold Sovereign (when gold coins were current) as the Stan¬ 
dard Coin. It has arranged that its value as metal and its 
value as a coin should always be equal. A currency which is 
so arranged as to keep the value of the chief unit of money 
equal in value to a fixed amount of gold is called a Gold 
Standard Currency. In England it was fixed that the Gold 
Sovereign was to weigh 123.2 grains of standard gold, 11/12 
fine or 22 carats fine. Half-sovereigns were to weigh exactly 
half. In order to maintain the value of a gold coin at its 
value as bullion (that is, as metal) the Government allows the 
coinage of gold to be free and gratuitous. Any amount of 
gold bullion can be taken to the Mint and there coined into 
gold coins free. (Where a charge is made to cover the cost 
of coinage it is called Mintage or Brassage. If the State takes 

a toll on all coinage by putting less than the amount of metal 
in the coin, it is called Seigniorage.) 

Prior to the war anyone who had gold could get it minted at 
the Royal Mint at the rate of lys. loY^d. per ounce of gold. 
In practice however—to prevent the person waiting for the 
minting to be done, the owner of gold took it to the Bank of 
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England where he obtained in cash ^7^ V]S. gd. per ounce of 
gold. The small difference of iVid. was not a charge for coin¬ 
age; it was made up by the saving of time taken in the process 
of minting and can be regarded as interest for the period that 
the waiting would last. 

Token coins of silver and copper help the transactions of 
the everyday-shopping of the ordinary man and woman. On 
this coinage, the mint makes a large profit; for their actual 
value as money is far higher than their value as metal. Obvi¬ 
ously free coinage cannot be granted to the metals used as 
Token Coinage; for then the mint would in fact be giving 
the owners the difference between the face value (that is the 
value as money) and the metallic value of the coin. For ex¬ 
ample, if silver were given free coinage, then if 6 d. worth of 
silver were contained in a shilling, the owner would gain 6 d. 
on every coin. The value of a silver or copper coin cannot 
fall below the value of the metal each contains, for if the 
monetary value were lower than its value as bullion, it would 
pay people to melt them down and sell them as bullion. They 
are maintained at their coin value by the Government, which 
restricts their issue. The Government then limits the issue 
of all Token coins as well as the amount which must be 
accepted as legal tender. While gold is legal tender to any 
amount, silver is legal tender only to 40^., and copper to i2d. 

The State of course cannot compel people to accept its 
money. If the currency issued by the State and given the 
quality of legal tender is not generally acceptable, then the 
money ceases to perform its function of facilitating exchange 
and may even hinder commerce. In England, the State has 
chosen Gold for Gold is generally acceptable, because of its 
intrinsic utility apart from its monetary value. 

A currency which has only one Standard of Value is called 
a Mono-metallic Currency. It is only since 1816 however that 
England gave up her two standards of value, gold and silver. 
In 1816 England “demonetised” silver, that is withdrew silver 
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from being full legal tender and from the right of free coin¬ 
age. All the chief commercial countries have followed suit 
and have given up their Bi-Metallic currencies. 

The reason becomes clear when a Bi-Metallic currency is 
examined. In 1696 there took place the Great Recoinage; the 
Government then issued a double coinage of guineas and 
shillings, both being full legal tender and both metals enjoy¬ 
ing the right of free coinage. At that time, one ounce of gold 
was worth as metal 15.93 silver. The mint tried to 

keep the Mint Rate at the same proportion as the Bullion Rate 
(that is, their proportionate metallic value) by coining one 
ounce of gold into the same amount of money as 15.93 
of silver. This gave the guinea the value of 22 shillings. The 
value of both coins, as money, was the same as their value as 
metal. The Mint Rate and the Bullion Rate were identical. 

Gradually however the production of Gold increased faster 
than that of silver; then the production of silver increased 
faster than that of gold. In both cases, the value of the two 
metals changed. Had the Mint constantly varied the Money 
or face value of the coin, to agree with its value as metal or 
bullion, then gold and silver would have circulated together. 
But the Mint did not. If silver increased in value as metal, 
while the Mint Ratio remained the same, then it paid people 
to melt down their silver coins, sell the metal in the bullion 
market for gold, have the gold coined free at the mint and so 
gain on every such transaction. The reverse held true when 
gold increased in value. In 1816 the Government therefore 
sif)ppecl the free coinage of silver, and put the coinage on a 
Mono-Metallic basis. 

The controversy between the advocates of the two schools, 
between the Bi-Metallists and the Mono-Metallists, has not 
ceased. The Bi-Metallists argue that (i) the joint production 
of gold and silver is more constant than that of either gold or 
silver singly, so that a joint standard would be more stable 
than a single standard, (2) that the double standard would 
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provide a “compensatory action,” whereby a tendency of prices 
to rise or fall, if based on one metal alone, would be checked 
by the retarding action of the other metal, (3) that the gold 
supply for a Mono-Metallic world currency is insuflScient, so 
that if silver were also used, then silver-using countries like 
China and India would benefit by having a basis of exchange. 

The Mono-Metallist replies (i) That the fluctuating Bullion 
Ratios of the two metals would necessitate constant changes 

two metals might be 
nominally current, in fact the over-valued metal would be 
driven out of currency (for it would be worth more as metal 
than as money) so that actually the country would be on a 
mono-metallic basis, (2) that the actual standard of value 
would be the metal which the mint over-valued. The 
country’s Monetary system needs reforming, but not on the 
lines of Bi-Metallism. 

The fact that the over-valued metal would tend to disappear 
from circulation, if two metals were minted as standard 
money, well illustrates Gresham’s Law. Sir Thomas Gresham 
was the financial adviser of Queen Elizabeth and the founder 
of the Royal Exchange, and his Law (it had in fact been stated 
earlier by Nicholas Oresme in 1373) states that “Bad money 
drives out Good” (from circulation). For example if cattle 
were the money-medium of a primitive agricultural com¬ 
munity, then in any transaction the cattle offered in exchange 
would always be the worst—the good cattle would be retained 
for personal use. The bad cattle would drive the good cattle 
out of circulation. 

Similarly in a country using metal currencies, the good coins 
would be hoarded, the bad ones passed on—that is put into 
circulation. By the bad coin is meant not alone the counter¬ 
feited coins but the coins under-valued by the mint. In the 
country itself, where both good and bad coins might be legal 
tender (where a Bi-Metallic currency was in operation), the 
bad coins would be used to pay debts, while the good ones 


in the mint rate, so that although 
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would be retained. But for foreign commerce, the foreign 
merchant would not accept the bad ones at all, so that the 
good money would be driven out of circulation by being used 
to pay foreign debts. 

When Gresham’s Law was first formulated it was used to 
explain the stupidity of debasing the coinage; for the debased 
coins would drive the good coins out of circulation. But as the 
principle is sound, the Law applies equally well when coins 
of two different metals circulate and the market or bullion 
rate differs from the mint rate, also when good and bad 
coins of the same metal circulate together as legal tender (and 
equally when an inconvertible paper currency is circulating 
together with standard coins). 

It is also true that the evil consequences of having bad coins 
or bad money in circulation may become so serious that ulti- 

good money has to be re-introduced to drive out the 
bad. So that it can be said that Gresham’s Law only operates 
till that change takes place—that is over a short period. Over 
a long period then Gresham’s Law will not apply. 

Paper money is a substitute for Metallic money. Paper 
money is accepted because it does the work of gold, which is 
the commodity in which all values are calculated. It is a kind 
of token money and is acceptable by common consent, for it 
economises the use of gold. If a gold sovereign were lost both 
the loser and the community would lose so much wealth. 
If a pound note were lost the loser alone would suffer for the 
note only represents gold. If a Currency Note, for example, 
were destroyed the State would actually gain, for the obliga¬ 
tion of the Government to meet the note would be cancelled. 
If a Bank of England note were destroyed, it would mean a 
gift to the shareholders of the Bank, for the Bank of England 
note represents gold with the Bank. These cases indicate the 
variety of paper money. Eirst, there may be Inconvertible 
Paper Money; it is issued by the government with a statement 
that each piece of paper so printed is so much money. Occa- 
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sionally there may be added a statement that payment in coin 
will ultimately be made, but the promise is vague and inde¬ 
finite. Generally such paper money is issued by the govern¬ 
ment to pay its debts. It circulates by law of the land. The 
government creditors are forced to accept it, and they are 
authorised to settle their debts with it. Such paper money 
may for a time perform the services of good money inside the 
area in which the government has authority, but of course 
foreign creditors will not accept—what are bits of paper. In 
the long run, too, the government itself gains nothing, for 
the paper comes back in payment of taxes. It is extremely 
difficult to calculate how much may be needed, and conse¬ 
quently it is easy to over-issue, for the only cost is the printing 
of paper. It is therefore an inelastic currency, for while it 
can be rapidly extended it is not easily reduced. As the supply 
is increased—because it is plentiful, it must fall in value, it 
must depreciate, and by Gresham’s Law it will drive good 
money out of circulation. It therefore introduces uncertainty 
into commerce, and hinders rather than helps, (what should 
be the main function of money), exchange. Over-issue, which 
generally follows, is recognised first, by the disappearance of 
gold (by the operation of Gresham’s Law); secondly, by a 
premium on gold, for foreign creditors will accept payment 
only in gold and home creditors will prefer gold; thirdly, it 
will lead to a rise in prices; fourthly, it will result in an 
adverse foreign-exchange; and, lastly, it may even result in 
two prices for goods, gold-prices and paper-prices. Only 
governments in difficulty, then, will issue Inconvertible Paper 
Money. 

Secondly, there may be Convertible Paper Money, where the 
Government or the Bank keeps a cent-per-cent reserve—for 
every paper note issued, there is a gold ;^i kept in the 
vaults- The owner of the note can demand gold for the note- 
value and has the right to receive it on demand. Such paper 
simply economises the use of gold, and there is consequently 
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perfect trust in such paper-money by national and foreign 
creditors. Bank of England notes, with the exception of 
millions “fiduciary” issue, were of such a character, prior to the 

Act of 1928. y 

There is a third type of paper money—Fiduciary Paper- 

Money—that is Paper Money accepted on trust and depending 
for its value on public confidence. Here there is a promise 
to pay in gold, but the promise is not backed by a cent-per-cent 
reserve of gold, but rather by a faith in the government issuing 
such money. Currency notes came under this heading, nearly 
the whole issue being fiduciary. The gold backing was small, 
but the notes were legally supposed to be convertible. At pre¬ 
sent there are practically no gold coins circulating in England. 

On the whole, it is conceivable that a well regulated paper 
currency would have an advantage over gold, for it would 
substitute a cheap for an expensive material and save the cost 
of minting. The currency might be of paper, but because it 
would be convertible into gold, the Gold Standard would be 
retained. 

A fourth type of note is a Government or Bank Note, where 
the note is a promise to pay gold on demand, but a cent-per- 
cent reserve of gold is not kept to meet the demand. Some 
reserve, however, is kept and the Government or the Bank learns 
by experience that all notes will not be presented for payment 
at the same time, and what cash reserve to keep in order to pay 
those which may be presented. The risk of this paper money 
is that notes for an amount greater than the cash reserve may 
be presented at the same time. 

There are two further types of paper money. Because any 
further issue of Bank of England notes was hindered by the 
Bank Charter Act of 1844, the cheque has grown and almost 


replaced the Bank note as the chief form of paper 
currency. Lastly, and mainly for International Trade, the 
Draft or Bill of Exchange adequately replaces metallic money. 



CHAPTER X 


MONEY AND THE LEVEL OF PRICES 

If a pair of boots costs then what is the cost of ? The 

the fact that ;ri is the standard of 
value, as well as a certain weight of gold, which has value 
as a metal. In this case the cost of ^ i is a pair of boots. The 
value of money in other words is what money will buy. If 
the value of a book is y., then the value of 5^. is the book. 

So that, if we knew the prices of all commodities and 
services, we could say that they equal the value of the money 
in circulation. But the prices of some things rise, whilst the 
prices of other things fall. How can we then find the average 
price ruling or the general level of prices.? 

A price, we have seen, is the amount of money for which 
a commodity or service will exchange in the market. If the 
price of anything rises, it means that its value has risen, that 
we can get in exchange for it more of other commodities than 
we could get before. If the price of any commodity falls, 
then we can get in exchange for it less of other commodities. 

If however the price rises, and yet it will not exchange for 
more of other commodities, or if the price falls, and it will 
not exchange for less of other commodities, it means that most 
other commodities have either risen or fallen in price at the 
same time. In other words a change in price has taken place 
but not a change in value. The only cause then must be, that 
the value of money has changed, or what is the same, that the 
purchasing power of money has changed. 

Suppose for example that a pair of boots costs £1 and that 
a suit of clothes costs but that after a lapse of time, it is 
found that a similar pair of boots costs £1 and that a similar 
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suit of clothes costs £ 6 ; it would be true to assume that the 
value of boots and clothes has not changed but that the value 
of money had. Those people who had been living on a fixed 
income would, of course, find themselves far poorer if the 
price of commodities were so doubled. (There has been a rise 

in the cost of living.) 

It might, however, be that while the price of boots and 
clothes was doubled, the price of (say) food was halved in 
which case the position of those living on fixed incomes and 
wages would be much the same, for the t/alue of money then 

would not really have altered. 

How then can one find the value of money, or—what is the 
same—the General Level of Prices.? How can one find our 
whether there has been a rise or fall in the cost of living? 
The method adopted is by constructing an Index Number. 
A large number (the larger the better) of representative 
articles are taken and their prices noted in a particular year. 
If the prices of the same goods are noted over a period of 
years, then the fluctuations in price will indicate the changes 
in the value or the purchasing power of money. 

Suppose for example that the price of goods were taken for 
the year 1900 and then for every year till 1930. The year 1900 
would be taken as the Basic Year and the Index Number for 
that year would be indicated by the number 100. If the general 
level of prices rose by 10% in 1901 the Index Number for that 
year would be no, if the level of prices fell by 10% then the 

Index Number would be 90. 

Different methods are adopted in order to obtain the Index 
Numbers. There are Broadstreet’s System, Sauerbeck’s 
Method, those followed by the Board of Trade and the 
Ministry of Labour, and those constructed by such periodicals 
as the Economist and the Statist. The principle is much the 
same in all cases. It can be readily understood that to those 
whose wages are based on a Cost of Living Index it is a 
matter of great concern that it should be as accurate as possible. 
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In the construction of the Index Number, therefore, a large 
number of commodities are taken (ideally, of course, the price 
of services, that of the doctor for example, should be taken 
too). Generally wholesale prices are taken because calculations 
are easily based on these, for retail prices are more variable, 
differing from area to area. (It is contended however that 
a fall in wholesale prices may take place and that time may 
elapse before it is reflected in retail prices.) For the similar 
reason, that calculation is rendered simpler, the price of raw 
material is taken (though it is possible that a fall in the price 
of raw material may take place and a long period elapse 
before it is passed on to the manufactured goods). The com¬ 
modities chosen are planned so as to represent as many varied 
types of product as possible, for a preponderance of either 
foodstuffs or of manufactured articles would distort the result. 
Lastly, some commodities are recognised to be more important 
than others in the construction of an Index Number. Let us 
take, for example, the case of milk and petrol. If the price of 
a gallon of milk is 2 S., and the price of a gallon of petrol is y.; 
and with lapse of time the price of milk rises to y. and the 
price of petrol falls to is. 6 d., if a simple average were taken 
for our Index Number, then in the first period or basic period. 


Milk would be represented by loo 
Petrol „ „ „ by lOO 


So that the average Index Number would be lOO. 
In the second period. 


Milk would be represented by 150 
(having risen in price from 2s. to 3^.) 
Petrol would be represented by 50 
(having fallen in price from y. to is. 6 d.) 


So that the average Index Number is still 100, which would 
be taken to mean that the Price Level had remained unchanged 
and that there had been no depreciation in the value of money. 
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Every housewife would challenge such a conclusion. In order 
to indicate the greater importance of milk, therefore, the price 
of milk would be weighted in the construction of the Index 
Number. If milk and petrol were consumed in the propor¬ 
tion of say 10 to I, that is, if milk were considered ten times 
more important than petrol, in the average family budget, 
then the weighted table would be 

Milk (weighted ten times) 1000 
Petrol 100 

Average of ii units 100 

At the changed prices. 

Milk (weighted ten times) 1500 
Petrol 50 

Average price of ii units 140 (approx.) 

So that the weighted Index Number for milk and petrol 
would be 140, which would indicate that prices had risen by 
about 40%, which would be a truer picture of fact; for it 
would indicate real changes in the purchasing power of money. 
Whereas the crude index number, reached without weighting, 
showed no rise in prices at all, the weighted index number 
gave a rise of 40%. 

No Index Number Table is perfect. The articles chosen 
may be too limited, the fact that wholesale prices are taken 
may give an untrue picture, as well as the fact that prices of 
raw material are taken and not those of finished goods. Goods 
moreover vary in quality and this too cannot often be shown 
on the table. Very often the cost of services is omitted, as 
well as, for example, the cost of travelling and amusement. 

But in spite of these difficulties the Index Number Table 
docs indicate a scientific attempt to study and analyse the rise 
and fall of prices and it helps the investigation of such prob¬ 
lems as whether the standard of life has risen or fallen over a 
lapse of years, or the problem, which otherwise would be 
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almost baffling, of a comparison between the standard of life 
in different countries. 

Are we better off than our grandparents? Is the standard 
of life in England higher than in, let us say, America? The 
only method of approach we have to such problems is through 
a study of Index Numbers. The Nominal wages may have been 
lower in 1830 than in 1930, the Nominal wage may be higher 
in America than in England. But the nominal wage by itself 
is no answer to these problems. For what does matter, is not 
what people earn, but what they can buy with their earnings. 
The Index Number enables us to estimate the Real Wage, 
so that we are able to compare the Real Wages over a period 
of years and between different countries. 

Even if the Index Number were perfect there would still be 
difficulties in answering these problems scientifically. For ex¬ 
ample, it is obvious that a poor man will take litde interest in 
the price of motor cars or of furs or of diamonds, whereas he 
will be vitally concerned with the cost of his food and of his 
rent. Logically therefore different Index Numbers are needed 
for different sections of the population, each based on the 
principal articles of consumption in each of these sections. It 
might then be possible to say with greater accuracy whether 
the labouring classes are now better off than they were a 
century ago, or whether they are better off in England than 
in America, or in France. 

Again, over very long periods, even such comparisons are 
not very helpful. For example, if we tried to compare the cost 
of living in 1930 with that of 1830, although the same com¬ 
modities were taken from which to construct the Index 
Number, yet a comparison would be difficult. For if (say) 
cloth were included the two cloths would be different. Some 
articles, too, never existed then, which now enter into the 
budget of even the poorest—wireless, the cinema, railway 
travelling. In addition the extension of the Social Services 
since 1830—^free education, the sanitary services, unemployment 
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insurance, would not be recorded in the Index Number and 
this omission would render the comparison inaccurate. 

Lastly, if the Index Number were made the basis of com¬ 
parison between the Cost of Living of two different countries, 
then there would arise the very obvious difficulties that climate 
and custom and tradition influence the Standard of Life very 
deeply. In England even the poorest live in brick-built houses, 
even the well-to-do Egyptian peasant lives in a mud and 
wattle hut. In France wine enters into the budget of the very 
poor, in England only the well-to-do can afford it. Clothing 
will differ in India from the dress of Canada. 

The more uniform, however, the world becomes the more 
accurate a picture will the Index Number give. The question 
now arises—What causes these movements in the Price Level 
Why does the Cost of Living rise and fall at all.? 

When the same amount of money will buy more goods and 
services obviously money is worth more. We say that money 
has appreciated. When the same amount of money buys less, 
then money is worth less, and money has depreciated. What 
causes this appreciation and depreciation of money? The 
most important quality of a good monetary system is that it 
should keep the general level of prices fairly steady. For the 
consequences of an erratic price level gravely disturb the 
economic system. 

The problem can be simplified by imagining our Robinson 
Crusoe Island now peopled by ten inhabitants. In addition, 
let us assume that each person inhabiting the island produces 
one unit of “economic goods” and that a money system exists 
on the island of (say) £10. Because there are _^io in 
circulation and ten units of that vague term “economic 
goods” are produced, the average price of a unit of goods must 
be _^i. Now if the inhabitants work harder and produce two 
units of goods each; then, because there will be twenty un'ts 
of goods produced on the island and £10 in circulation, the 
average price of a unit of goods must be lor. In other words 
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prices will fall as production is increased. (All other factors 
being equal.) 

Again if production falls off and each person now produces 
half a unit of goods; then there will be five units of goods 
produced on the island and £io in circulation, so that each 
unit of goods will now cost £2. As production decreases then 
prices will rise, each unit of goods costs more. 

It is obvious then that the price of goods will 
the amount of goods produced (the amount of money in 

circulation being constant). 

Similarly if a gold mine were discovered, so that the amount 
of money in circulation were increased say to £20. Then if 
the amount of goods produced were still ten units, the price 
of each unit would rise to £2. That is, the price of a unit of 
goods will vary directly with the amount of money in circula¬ 
tion. If ten units of goods are produced when £10 is in 
circulation; each unit will cost on the average when £20 
is in circulation each unit will cost £2. If the amount of 
money in circulation falls to ^^5 then the price of a unit of 
goods will be lor. 

The amount of money on the island could be increased, not 
alone by the discovery of a gold mine and the minting of the 
gold, but also by the issue of paper money. Any increase of 
money, whether paper money or metallic money, would have 
similar consequences. The Price Level will depend on the 

amount of all the money in circulation. 

There is still a further factor to be considered. If the in¬ 
habitants were exceedingly careful in their purchases and each 
spent say 10s. and locked up los. in a safe, this would in fact 
amount to the withdrawal of half the available money from 
circulation and prices would fall. And again if each spent the 
I or. and the money, after changing hands once were locked 
up (say) for a month, then, that too would mean the slowing 
down of the circulation of money. This would amount to the 
withdrawal of so much from circulation and prices would 
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again fall. If, however, the receiver of the coin immediately 
spent it and the coin changed hands (say) once a day for the 
month, then the effect would be, that the circulation of money 
being more rapid, the coinage could be regarded as having 
increased thirty times. 

Imagine, for example, a train service between London and 
Dover. If the railway company found that ten trains travel¬ 
ling at twenty-five miles an hour sufficed, then if the company 
increased the speed to fifty miles an hour, only five trains 
would be necessary. For as the speed is increased, each train 
can hurry back and carry goods and passengers for which 
otherwise another train might be needed. The greater the 
velocity of the trains the fewer trains are needed. If buses in 
London were made to travel faster then fewer buses would be 
needed. So on the Robinson Crusoe Island. If each does 
ten transactions a day, then fewer coins are needed than if 
the coin passes from hand to hand only five times a day. Prices 
have therefore a direct relation to the velocity of circulation 
of the coins. 

This relation between the Price of goods, the Quantity of 
goods, the Quantity of money in circulation, and the Velocity 
of circulation of the money is expressed as an equation known 
as the Equation of Exchange. If M represents the amount of 
Money, V the amount of times the money changes hands, or 
its velocity, P the price of each unit of goods and G the 
amount of goods sold then, 

MV= GP. 

That the Level of Prices will depend on the amount of money 
in circulation is the simplest expression of the Quantity 
Theory of Money. 

Like so many theories it represents a truism. For the 
amount of money in circulation (M),multiplied by the avera,te 
number of times each coin is used (in any given period) (V), 
must equal the amount of money spent by buyers. And the 
amount of goods sold (G), multiplied by the average price 
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paid (P), must equal the amount of money received by the 
sellers—which must again equal the amount of money spent 
by the buyers. 

In actual life, the Velocity of circulation will of course 
depend gready on people’s habits. In holiday periods the 
velocity of circulation will be rapid, for people accumulate 
money to spend during these periods. If people are extrava¬ 
gant and thrifdess the velocity of circulation increases and 
prices rise. When people dwell together closely, the velocity 
of circulation of money will be greater than when population 
is scattered. When people fear that there will be a fall in the 
value of money, they spend more rapidly (it is little use 
saving the money, if it will buy less). Lastly the Banking 
System has influenced the velocity and therefore prices. People 
who are wealthy enough keep a banking account and pay 
their bills by drawing a cheque (that is, they write an in¬ 
struction to their bank to pay over the sum named to the 
person to whom they owe it). The receiver of the cheque 
generally puts it back into the bank, so that the banks really 
economise the use of money. The bank provides its customers 
with small cash and pocket-money and to employers it supplies 
the wages they have to pay out to their employees. But if the 
wages are paid on (say) Saturday, the men and their wives 
spend it by paying their weekly bills to the baker or green¬ 
grocer or on rent; so that by Monday morning, these receivers 
of the men’s wages take them back to the bank. The banks 
need therefore keep in their vaults but a very small propor¬ 
tion of the amount they owe. A great deal they lend to those 
in need of money, but rarely do they hand over coin except 
for small cash and for wages. They allow the borrower to 
draw cheques to the amount lent. So that the more cheques 

used the greater the velocity of money. 

The Quantity Theory of Money therefore states that in any 
community the Level of Prices depends on the Volume of 
Trade, the Quantity of Currency (this includes the amount of 
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paper money), and the Velocity of Circulation /of all the 
forms of money in the community). 

As a consequence of the Great War, many governments 
who were unable or unwilling to finance the war and its 
consequences by taxation or borrowing resorted, in order to 
meet their difficulties, to printing paper money. Now, any 
such action would interfere with the efficiency of the produc¬ 
tive system. The new paper money went first of all to those 
to whom the government owed money—army contractors, 
civil servants, soldiers, munition workers and holders of 
government loans. From these, the paper money would go 
to the tradesmen with whom they dealt, and ultimately to the 
whole country. 

At every stage, the additional money would raise prices 
(because there was more money in circulation) but as the 
government issued the money it was very profitable—to itself— 
because it paid its debts in paper whilst in fact it wrought 
havoc to the country. 

For example, when a business man (or entrepreneur) 
borrows money (on which he promises to pay interest) to buy 
machinery; when he engages workmen at wages and salaries; 
when he buys raw material and builds a factory, he does so 
because he calculates that at the price then ruling for the 
finished commodity, he will be able to sell his product at a 
profit. If however (through governmental issue of paper 
money) the value of money falls and prices rise, he will 
receive a still higher profit, because his goods will sell for 
even a higher price than he expected. His workers and those 
who lent him money (because their returns were the result 
of a contract) will, however, be receiving the same rate as 
before. But as money will now buy less, interest and wages 
have really been reduced. The business man finds his stock 
increasing in value and his profits rising whilst his fixed 
charges—such as rent, interest and wages—are not. 

Nom.^ every business man follows the Price Index and en- 
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couraged by the higher price of his product and his increasing 
profits, he will take it to mean that his goods are in great 
demand. He will therefore expand his production. Competi¬ 
tors too will enter the field—all following the false indication 
of the artificially created higher prices. This will cause a very 
active period of trade. The workers lose of course in having 
their real wages lowered (although the nomind wage will 
remain the same) but they may gain by continuous employ¬ 
ment and soon, too, those organised in Trade Unions will 
demand increased wage rates to meet the rise in prices. The 
business man, in his optimistic mood and because trade is 
active and because he wants to secure all the advantages of 
high prices, will be the more likely to agree to a rise in wages. 
Those who have lent money to the business man at a fixed 
rate of interest find their money returns buying less and less, 
as do the landlords who receive a fixed rent for loaning their 
property, and the professional people whose incomes are fixed 
by contract. Ultimately too the Government is affected. What 
it gains in the first instance it ultimately loses. Taxation of 
course is paid in paper money (that is in the Inflated Cur¬ 
rency) which has been made legal tender by the government. 
But the income from taxation dwindles constantly in terms 
of goods, for the taxes buy less and less as the paper money 
increases. In addition, taxes can never be imposed fast enough 
to be really effective. In fact, all that this Inflation has done 
has been to take money from almost every one and give it 
to the business man (and, of course, shareholders in business 


concerns). 

Even business men ultimately suffer. Their new income, in 
inflated currency, is large (but in terms of goods, it is not 
nearly as large), and it leads them to expand more than is, 
in fact, economically sound. New competitors enter their 
markets and so competition becomes more severe. 

How long can the government continue to inflate its cur¬ 
rency? Internally it has led, we have seen, to economic chaos. 
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People do not know what their wages are going to buy. 
Those with fixed incomes are reduced to poverty. Savings 
have dwindled away. Those who have insured against old 
age find their policies worthless in terms of goods. And the 
government receives a diminishing reed income from its 
revenues and taxation. In addition foreign trade is paralysed, 
for foreign merchants will not accept paper as money. Foreign 
exchanges collapse. To obtain foreign goods at all, merchants 
may have to revert to barter. 

The government, then, to check this economic chaos which 
may even lead to political upheaval, is forced to stabilise the 
currency—that is to Deflate. This involves withdrawing the 
amount of paper money in circulation. Now the economic 
effects are reversed. The price paid for raw material, the 
amount of wages, of salaries, of interest on loans, have all 
been settled when money was of low value (that is when prices 
were high). As money now begins to increase in value, the 
price of goods falls and the profits of business decline. Those 
who now gain are those who have lent money or property 
at a fixed rate of interest or at fixed returns, when money was 
still inflated. Some workers may gain too, those whose 
wages are not reduced as fast as prices fall. But the lower 
prices and the consequent reduced profits, and in many cases 
the losses of business men, cause them to cut down production. 
Some business men produce less, some (probably the new¬ 
comers into business during the period of inflation) go bank¬ 
rupt. Consequently, working folk are now thrown out of 
work, there is widespread depression, and labour unrest in¬ 
creases as wages are reduced. 

It is obvious then that a stable currency, both in the short 
run and in the long run, is of the greatest economic advantage 
to the community. Economic society has now become such 
a delicate piece of mechanism that it only functions well 
under security, and the Monctarv Policy of a community will 
profoundly influence its economic well-being. 
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Section A. 

Money, we have seen, consists of two kinds: Metallic Money 
and Paper Money. Metallic Money includes gold, silver and 
copper coins, of which gold coins are legal tender to any 
amount, while silver and copper coins are token money. In 
England, gold has disappeared from circulation and has been 
replaced by Notes. 

By far the largest amount of money in circulation consists 
of Paper Money. Payments for all large transactions are in 
paper. The business men of the world must have very great 
confidence in each other to accept paper for goods. What then 
is this paper money.? How did it originate.? Why is it 
accepted.? 

Its story forms part of the general development of the evolu¬ 
tion of money. Till the seventeenth century, the wealthier sec¬ 
tions in England, landlords and business men who had any sur¬ 
plus money, were in difficulties where to keep it. Some hid their 
wealth in their gardens. Samuel Pepys in 1664, so he records 
in his diary, chartered a hackney carriage in order to carry his 
money out into the country, and there bury it. Gradually the 
practice grew up of “taking coach and four” to London and 
depositing it for safety with the Goldsmiths. These craftsmen 
and merchants already dealt with a costly material; they had 
their own strong rooms and watchmen. Their money was 
obviously safe. The Goldsmiths gave a receipt for the money 
deposited and, of course, charged for looking after it. Now, 
when these depositors wanted to withdraw part or the whole 
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of their money to pay their debts or to transact any other 
business, they could of course go to the Goldsmiths and with¬ 
draw cash. The simpler and safer method, however, would be 
for them not to pay in money, but with the receipt. If the 
goldsmith were well known and his trustworthiness beyond 
doubt, the receipt would be the equivalent of the money. 

If by chance the creditor had also put his money into the 
charge of the same goldsmith, he would merely add the receipt 
to his account, and the whole transaction would be thus com¬ 
pleted without any money changing hands, but simply by a 
series of book entries by the goldsmith. Such was the origin 
of the modern Banking System; the Goldsmiths were the fore¬ 
runners of the modern bankers. 

The goldsmiths saw their strong room full of money. As 
they issued a number of small receipts (instead of one large 
receipt) to each depositor for the amount deposited, they 
facilitated even small payments with their receipts. They 
profited from the charges they made from each depositor for 
safeguarding his money. Commercial transactions became 
more secure, for there was little risk of the money being lost 
or stolen and the goldsmiths were gradually changing from 
their original craft to become bankers. 

But a further development took place. There were, and 
are, always people wishing to borrow money (to tide them 
over a difficulty, to start a new business, or to extend an old 
one). The goldsmith with his hoard in his vaults was the 
obvious person to turn to. Against very good security, he 
would lend the money that had been deposited with him 
(which was lying idle in his vaults) and charge, of course, 
very good interest. He might hand over to the borrower 
actual coin or he might give him what had become quite as 
good as coin, a Receipt for the money he promised to lend. 
All would go well until by some unlucky chance there was 
a general and urgent demand for ready cash and all (both 
depositors and borrowers) presented their receipts at the same 
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time. If such a catastrophe happened, the goldsmith would 
go bankrupt. On the whole, he learnt by experience that the 
confidence of the commercial classes in each other and in him¬ 
self made such an occurrence not too frequent. So that, for 
the day to day demand for cash he would keep but a Reserve 
of cash—the amount of the reserve he had to learn by 
experience. 

Gradually his lending department became so lucrative that 
not only did he forgo charging the depositors for safeguarding 
their wealth, but he actually paid them for doing it. He 
would of course pay them less than he charged those bor¬ 
rowing from him. The difference between what he paid 
Depositors and what he charged Borrowers constituted his 
profits. The modern bank has shed its goldsmiths’ business 
and has specialised in this receiving and loaning of money. 
The old Receipts have become the modern Bank Notes. 

In the later eighteenth and the early nineteenth centuries so 
many people were attracted by the apparent simplicity of 
banking and the high profits, that many mushroom banks 
started up and bankruptcies were frequent. Every bankruptcy 
meant not alone the failure of the banker but hardship to 
the depositors and borrowers. Commercial life became very 
insecure so that the Government in 1844 passed the Bank 

Charter Act to regularise banking. 

As the provisions of this Act are still the corner-stone of the 
English banking system, they are of extreme importance. 


(1) . It forbade the establishment of any new note issuing 
bank. If any of the existing banks became bankrupt or 
opened up in the London area, then they lost the right of 
issuing bank notes. 

(2) . All future issues of existing banks were limited to 
the average circulation for a short period prior to 1844. 

(3) . All existing banks of issue were to publish a weekly 
return. 
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The Act specially regulated the Bank of England. The 
Bank of England had been founded in 1694. It received a 
special Charter of Incorporation from the government and 
became the Government’s banker. There was a controversy 
raging at the time, in 1844, round Banking Theory. One set 
of opinion, the Banking School, contended that every banker 
should have the right of issuing notes at his discretion and 
that he should not be restricted by the actual gold reserve. 
For it was argued that many a man who might want to borrow 
for quite legitimate productive purposes would find himself 
obstructed by the bank’s necessity of a legal reserve—that 
enterprise should not be handicapped but rather encouraged, 
and that with care, a note issue could be perfectly convertible 
into cash, even if there were not a 100% reserve. 

Their opponents, the Currency School, contended that the 
Banking School wished to place too great a reliance on 
the bankers, that they ignored the experience of the 
many bank failures, where the bankers had been given 
responsibility. They argued that a bank note was not a 
credit instrument but simply an economic substitute for 
gold. They recommended that the note issue of the Bank 
of England should be strictly regulated by the amount of gold 
held. 

The Currency School won the day and the Act gave legis¬ 
lative effect to their proposals. (The main criticisms against 
their recommendations were that the note issue would become 
far too rigid and inelastic, that business enterprise might be 
injured if the Bank withheld loans, and that in the event of 
a temporary shortage of gold, grave difficulties would be 
experienced.) 

Consequently the Bank of England was and is by law 
divided into two departments, the Issue Department and the 
Banking Department. The Act further stated that, 

I. All Bank of England notes were to have 100% gold 


B 
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backing with the exception of a small Fiduciary Issue of 
14 million pounds. 

2. The Issue Department was to give notes for gold at 
the rate of lys. gd. per ounce. 

3. If a country bank should cease issuing notes, then the 
Bank of England could increase the Fiduciary Issue by two- 
thirds of the lapsed note issue. 

The Act in fact gave the Bank of England a monopoly of 
the right to issue bank-notes. The criticism of the Banking 
School has proved valid, so that whenever a financial crisis is 
feared an Act is rushed through Parliament giving the Bank 
of England the right to issue notes unbacked by gold. The 
Suspension of the Bank Act, as it is called, usually allays the 
threatened financial crisis. 

Another result followed. As the restriction of Note Issue 
tended to limit the credit facilities offered by other Joint- 
Stock Banks, the cheque replaced the bank note as the chief 
medium of paper currency. An over-issue of cheques might 
of course be as dangerous as an over-issue of bank-notes. 

To-day, therefore, if Mr. Jones has bought goods to the 
value of >^100 from Mr. Brown, he can pay him in a variety 
of ways. He may give him £ 100 in gold, or a 100 Bank of 
England note (or till 1928 ;^ioo in Currency notes), or he may 
give him a 

Bill of Exchange drawn on him by Mr. Brown for ;^ioo. 

In the first three cases, there has been a cash payment made, 
and no credit has been given. Credit is given when Mr. 
Jones pays by cheque or when he accepts a Bill of Exchange. 
If his banking account is at all in doubt his cheque will not 
be accepted and he may have to go to the Bank himself, to 
withdraw ^(^loo and pay his debt. The acceptance of his 
cheque therefore implies confidence in his capacity to pay. 
If for any reason confidence is lacking, there will be a demand 
for gold or notes which would otherwise not be needed. 
Credit in this case economises the use of cash or notes. 


:heque for /loo, or he may accept a three months 
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In the case in which Mr. Jones accepts a Bill of Exchange, 
there is not only a confidence in his ability to pay but also a 
willingness to make him a loan for ;^ioo for three months. 
If Mr. Brown is not willing to make him a loan then he will 
accept a cheque. In both cases there is no demand for cash 

or notes. Credit economises the use of money. 

Now how does Mr. Jones obtain the right of drawing 
cheques for this ;(|ioo? He can do so by depositing £100 in 
cash with a particular bank, let us say the Westminster. He 
is then given a cheque book and he can write cheques to 
the amount of his deposit. But he can also obtain this right 
by going to the Westminster Bank and borrounng £100 (on 
security of course and by offering to pay interest). He could 
accept the £100 in cash. Generally, he does not take the 
amount he borrowed in cash; he receives a cheque book with 
the promise that the bank will pay any of his cheques up to 
the amount he borrowed. 

So Mr. Jones can pay by cheque whether he actually 
deposited money with the bank or whether he borrowed the 
money from the bank. Mr. Brown who receives the cheque 
can either go to the bank and ask for £100 in cash or he can 
take the cheque and put it into his banking account. If they 
both bank with the Westminster Bank, then a few changes 
in the bank’s books will be all that has taken place in 
making payment for the purchase. There will be a deduc¬ 
tion from Mr. Jones’s account and an increase in hir. Brown’s 
account. 

Such transactions can be made more complicated and for 
far larger sums, but the principle remains the same. The 
claims that a person creates against himself by buying (that 
is, he has to pay money), and the claims he acquires over 
others by selling (that is, he has to receive payment) are 
brought together at the bank and cancelled. For example, 
if Mr. Jones bought goods to the value of ;(^ioo from Mr. 
Brown, and Mr. Brown bought goods to the value of £100 
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from Mr. Smith, and Mr. Smith in turn bought goods to 
the value of ;i^ioo from Mr. Jones, then Mr. Jones gives Mr. 
Brown a cheque, which he puts into the bank. Mr. Brown 
gives Mr. Smith a cheque which he puts into the bank and 
Mr. Smith pays Mr. Jones with a cheque which is put into 
the bank. And so—and the transaction could have been 
lengthened—all these commercial affairs have been transacted, 
not by any cash payment, but simply by a few entries in the 
books of a bank. 

Nor is there any greater difficulty if these three business 
men bank at different banks, let us say at the Westminster, 
at the Midland, and at Lloyd’s Bank. For these banks arrange 
to have representatives to meet at the Clearing House, where 
all the claims by banks against each other are cancelled out. 
It may be that the claims do not cancel out exactly, that at 
the end banks may owe one another small sums of money. 
These can be paid in cash, but even this cash payment is 
usually avoided. For each bank itself keeps an account at the 
Bank of England, which is the bankers’ bank, so that even 
these small differences are paid by a cheque on the Bank of 
England. 

The London Clearing House is the most important, but 
there are local clearing houses in many of the larger pro¬ 
vincial towns. The London Clearing House is by far the 
largest, so that for the sake of administration it is divided 
into three departments: 

1. The Town Clearing Department, for all banks in the 
City of London area, 

2. The Metropolitan Clearing Department, for banks 
within the London Postal area, and 

3. The Country Clearing Department, for the bank 
branches which are not included in any of the Provincial 
clearing houses. Their representatives meet in the London 
Clearing House to discharge their obligations, for example. 
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for the week ending September 28th, 1932, they eflected 
payments to the amount of 546 thousand million pounds. 

London is not only the clearing house for England, it is 
also becoming the world’s clearing house. The principal 
foreign and colonial banks have branches and offices in 
London, and the London Clearing House deals with their 
mutual indebtedness too, and Bills accepted by London 
Financial Houses have an international reputation for sound¬ 
ness. Since the War, however, “Wall Street” is becoming a 
serious rival to London. 

The Banking System is thus itself a great Clearing House 
where purchases and sales are registered and cancelled against 
each other. Because banks are still mainly national. Inter¬ 
national trade is carried on mainly by Bills of Exchange. The 
chief result of this use of Cheques (mainly in internal trade) 
and Bills of Exchange (mainly in external trade) is to econo¬ 
mise the use of gold as a medium of exchange, although of 
course it still remains the standard of value. “It substitutes an 
institution, the Money Market, for a commodity, gold.” It thus 
facilitates the exchange of goods, which makes possible in its 
turn the localisation of industry. The bankers themselves are 
specialists in the craft of exchange. Their industry is a further 
example of the specialisation which modern commerce entails. 

Of course if this method of payment were always used, all 
purchases and sales could be simply registered in some bank 
and all claims cancelled out. There need be no gold in circu¬ 
lation at all (or bank notes re[)rescnting gold). But as day- 
to-day payments necessitate some coin, banks have to keep 
a reserve on which the vast edifice of credit is built. 

But banks do more than economise gold and facilitate the 
exchange of goods. For Mr. Jones was able to write out 
cheques to the value of /^loo not merely by depositing that 
amount with the bank but by borrowing that amount from 
the hank. For the sake of simplicity we will imagine the 
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account of a bank and a client when 

1. The client has deposited ;Cioo or when 

2. The client has borrowed ;^ioo. 

for the banker’s balance sheet will tell the story best. 

I. When the client has deposited 

Liabilities Assets 

Deposits of customers ;^ioo. Cash ;^ioo. 

The client is given a cheque-book and can write cheques 
to the amount he has deposited. He will generally pay by 
cheque for his purchases. The payee can either go to the 
bank and ask for cash, or he can add the cheque to his own 
account. On an average the demand for cash (in proportion 
to the amount of money necessary for all transactions) will 
be small. How small will, of course, depend on public con¬ 
fidence, the state of the money market, and the reputation of 

the bank. 

The banker therefore finds that he need not keep an amount 
of cash in his vaults equal to the amount which he may be 
called upon to pay. 

If he finds (for example) that a safe proportion between 
cash and reserves is 20% then he can lend—on the basis of the 
^100 deposited— £, 3 ^- As he has already permitted the 
depositor to draw on him for ;^ioo, he still has £^00 to lend. 
If borrowers now arrive he can accommodate them by giving 
them a cheque-book and permitting them to draw on him up 
to ^^00. The banker’s account will then stand 

Liabilities Assets 

^500 Cash £ 100 

(deposits of customers) Securities £^00 

(left by those who have borrowed) 

Out of the interest on the £^t)0 lent the banker can pay his 
interest to the depositor and make a profit for himself. So 
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that the banker makes his profit by “adding to the media of 
circulation.” He has added amount of money in 

circulation. And be it noted that Deposits of Customers do not 
mean actual money deposited with the bank; they do include 
some deposits but they also include loans made by the bank 
to its customers, that is, of credit given by the bank. A bank 
is therefore something more than a money-box where one s 
spare cash can be stored; it is even something more than a 
money-lender’s office for the borrowing and the lending of 
money. It is a manufactory of credit, for in banking language 
“a deposit and an issue (of credit) are the same thing.” 

On the basis of the ^Tioo deposited the banker has been able 
to put /'500 in circulation. He relies on the fact that rarely 
will those who can claim ready cash actually do so, for should 
they do so, both he and they will suffer. He trusts that 
sufficient confidence will exist in the community to accept 
these cheques, and that the cash that may be needed will be 
only a small proportion of their claims. The bank is there¬ 
fore able to manufacture credit and—to appear paradoxical— 
it makes its profits by lending money it never in fact has. 

The question arises, what reserve should the banker retain 
in order to make his business safe? that is what cash reserve 
should be adequate to meet the demands for cash that may 
be made by clients who have either deposited money with 
the bank or obtained advances from the bank? Again as the 
bank has assets (for the banker lends his money out on 
security), it is equally essential that these should be as 
“liquid” as possible, that is as realisable as possible. 

The problem of the reserve is indeed the “banker’s dilemma. 
If his reserves in proportion to his liabilities are small, that is 
if he has lent rather freely, then lie may indeed make large 
profits on those loans, but he imperils his security. For if con¬ 
fidence is in any doubt, there will be a run on the bank. He 
will he unable to meet the demands for cash made upon him 
and his ruin may well involve a countryside. On the other 
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hand, if his reserve in proportion to his liabilities is large, he 
will be indeed playing for safety but he will reduce his profits, 
and he may even cause his clients unnecessary difficulties, for 
they rely upon him for advances. 

In Belgium and in the U.S.A. the proportion of reserves is 
fixed by law. This law has not, however, given the security 
it intended. In times of confidence the proportion is too high, 
so that banks can neither make high profits nor accommodate 
their clients as they should. In times of crisis, the proportion 
is too low and therefore does little to avert or avoid a panic. 
And the banker by keeping within the law can disclaim any 
responsibility. 

On the whole, a larger reserve is needed by a bank in a very 
populous area than by one in a scattered rural community. 
For among the latter the news of disaster spreads less rapidly 
than in an area where panic is more infectious. 

Again, where bankers pool their resources, a smaller reserve 
is needed than where banks work in isolation. For example, 
if there are two banks which divide the business of a small 
country town between them, then their separate Balance Sheets 

might show 

Liabilities Assets 

Deposits ;^iooo Loans £*joo 

Cash ^100. 

A panic begins and there will be a demand for cash. Persons 
who have previously accepted cheques will now demand cash 
and clients also now withdraw cash. If £ 150 is so withdrawn 
then their Balance Sheets will stand 

Liabilities Assets 

Deposits ;C850 Loans 

Cash 1 150 

Owing to the drop in the cash reserves the banks will be com¬ 
pelled to stop granting any further credits. Now if a client 
were in further need of money (say ;,(^i5o) the bank must 
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refuse him, and yet the refusal may not alone ruin the client 
but actually precipitate the crisis they are all trying to avert. 
For if the bank grants him the loan, he draws a cheque for 
;4 i50 in favour of some person who is a customer of the bank. 
He in turn takes it to the bank and demands cash. The cash 
payment of his cheque has drained away all the bank’s reserve 
and the bank fails. 

Had there been one bank or a common clearing house this 
difficulty could have been avoided, for the receiver of the 
cheque would have put it into the same bank that granted the 
loan and no cash might have been needed. Similarly if there 
had been a common clearing house or a central bank then 
the balance of the two banks would have been adjusted by 
simple book entries at the central bank. For example, if bank 
A’s cash reserve becomes small, then the cash reserve of bank B 
becomes large. But the total cash of the central bank remains 
unaffected. Consequently all that the central bank needs to do 
is to ask bank A or B to deposit securities (which they both 
have) against the loan it makes. 

In England such a Central Bank exists in the Bank of 
England, which is one of the reasons why the cash reserve 
of the English banking system is, relative to its liabilities, the 
smallest in the world. The reserve too is concentrated at its 
most vital point—the Bank of England, for all banks keep the 
greater part of their reserves in the form of deposits with the 
Bank of England. 

In England no law regulates the proportion of cash reserves 
to liabilities that a bank must keep. It varies therefore with 
the state of confidence and the business needs of the moment. 
When credit is good the reserves are low, when credit is bad 
the reserves are increased. In practice this method has been 
found to be more economical than a legal minimum. For 
when credit is good it permits loans to be made freely and 
business to expand. It has been found to be also safer in the 
long run, for the responsibility which is placed on the banker 
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of constandy testing the temper of the market makes his 
judgment more sound and his experience of value. He has 
constandy to anticipate the demand for cash and adjust his 
reserves accordingly. He “senses” the money market instead 
of merely relying on the statutory figure. 

In the English banking system, the cash reserves are for a 
further reason still smaller than they would otherwise have 
been. It has already been seen that they can be reduced with 
safety because the Bank of England is the bankers’ bank. But 
in addition, the Bank of England itself carries on the business 
of an ordinary bank, so that it keeps only a proportion of its 
assets in cash. But the other banks treat their deposits with the 
Bank of England as cash deposits, whereas in fact the reserve 
which the banks state they are keeping is not entirely a cash 
reserve. The Bank Charter Act of 1844 permitted a still further 


reduction by allowing the Bank of England to issue £1^ 
millions (now increased to nearly £'2.0 millions) against 

securities. 

This makes the judgment and the banking skill of the 
directors of the Bank of England of fundamental importance 
to the whole English banking system. Various schemes have 
been suggested whereby the cash reserve of the Bank of 
England and therefore of the whole English banking system 
would be increased, but these are problems of the future. 

The problem now remains, if so much trust is placed in the 
English banker, how in fact does he protect his reserves.? In 
time of boom he will lend freely, for the more he lends the 
greater are his profits, and by lending freely he will encourage 
old-established businesses to expand and new industries to 
begin. But he will carefully watch the market. ^ If he at all 
anticipates a demand for cash, then he will begin to restrict 
his advances (he will also discount fewer bills and so retain 
available cash). In the meantime his previous loans will fall 
due (as will the Bills he holds) and his cash reserve will be 

increased. 
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But if he restricts his advance suddenly, he may again 
precipitate the crisis he ■wishes to avert. For so many business 
men rely on bank advances, that a refusal may well begin the 

panic. I • 1 L 

A gradual and safe restriction is however obtained by 

raising the rate of interest charged on all advances (as well 

as the rate of discount on all bills). By this means all who 

must have accommodation pay the higher rate and all who 

can wait avoid borrowng at the moment when they have to 

pay the higher rate. 

The Board of the Bank of England meets every Thursday 
and decides the Rate of Discount on Bills. This is called the 
Bank Rate. The Bank of England will always discount a bill 
with two London names on it—at the official bank rate. 
Normally bills are not brought to the Bank of England because 
the ordinary Joint Stock Banks and Bill Brokers, generally dis¬ 
count them 1% cheaper than the Bank Rate. But in time of 
financial difficulty when banks and bill brokers can spare no 
cash, then the Bank Rate becomes effective. The holders of 
Bills go to the Bank of England to get them discounted at the 

official rate. 

If the Bank Rate is raised high enough, gold shipments may 
come from abroad to earn the higher interest. This relieves 

the pressure on the English cash reserve. 

London has for long enjoyed the prestige of being the chief 
money-market of the world because (till England went off 
the gold standard) the Bank of England would always give 
gold for a bill with two London names on it. It is still the 
chief clearing house of the world’s commercial transactions. 

There remains the further problem of the relation of Banks 
to industry as a whole and to the general level of prices in 

particular. 

People generally borrow from banks and banks accom- 
mf)datc them. The loans may be used for a variety of pur¬ 
poses. The spendthrift may use it to gamble, the prudent 
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business man to extend his business. Now if the money is 
used for gambling purposes the borrower may win or lose. 
If he wins he will put back the money in the bank. If he 
loses then the winner will take the cheque and put it to his 
account in the bank. If the gambler takes his loan ia cash, 
again, the winner will simply put the whole back agsin into 
the bank. In other words, all that has happened in every one 
of these transactions is merely a transference of accounts in 
the books of the bank. 

If however the borrowed money is used in order to expand 
industry, then more men are employed and they need wages. 
It is true that wage-earners will spend their wages at the 
grocet’s and the butcher’s, and that as money accumulates in 
these tradesmen’s tills they will take it to the bank. For 
example, the borrower goes to his bank and draws (say) 
;^ioo of his loan in cash in order to pay his wage bill. But 
the greater part is spent by the men with the local shop¬ 
keepers, who but a few days later take it back to the bank. 
But not all; for part will remain in circulation. 

Whenever loans are so used for productive purposes, there 
will be a demand for cash which will deplete the banker’s 
reserve. But as most loans are now used for productive pur¬ 
poses, every loan will imply a demand for cash and will there¬ 
fore deplete the reserve, even when cheques are employed. 

Now it has been seen that a fall in the cash reserve will cause 
the bankers to raise their rate of interest (and a rise in their 


cash reserve to lower their rate of interest). But a fall in the 
banker’s cash reserve signifies that there is more money in 
circulation. And it has been seen that an addition to the 
amount of money in circulation will raise prices. That will 
mean that every increase in the amount of loans granted by 
bankers will tend to raise prices, until counteracted by an 

increase in the amount of goods produced. 

The converse will also be true. A decrease in the amount of 
loans granted by bankers will tend to lower prices, until the 
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amount of goods produced is proportionally diminished. 
There is therefore a regular rhythm connecting banks, in¬ 
dustry and prices. 

An increase in loans tends to be followed by a rise in prices, 
a rise in prices tends to be followed by an expansion in trade. 
This in turn leads to a drain on the bank’s reserve and a rise in 
the bank rate. A rise in the bank rate lessens the demand for 
loans, which in turn tends to lower prices. This leads to a 
restriction of trade and then to the return of cash to the bank. 
The banker therefore lowers his rate of interest, which again 
encourages people to borrow and expand their industries and 
leads to higher prices. So the rhythm continues. 

Section B. 

A bank’s balance sheet should now be intelligible and serve 
to summarise the activities of the banks. 

Assets 

Cash at hand and at the 
Bank of England. 

Loans at call and at short 
notice. 

Bills discounted and 
advances. 

Investments. 

Bank Premises. 

1. IJepo(ii<: of (customers represent 

a. The savings of customers actually deposited with 
the bank. 

b. The larger part however represents suti’iS which 
have been lent to customers in the form of book 
credits. 

2. Cash at hand and at the BanJ{ of England, 

a. Cash at band stands for the till money which every 


Liabilities 

Deposits of Customers. 
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ordinary 


day. 


b. Cash at the Bank of England represents the money 
which is not needed for the daily business and 
also a reserve of cash against a time of crisis 
when there may be a run on the bank. 


Together they represent the Banker’s First Line of Defence. 
T'o these he will turn first in any threat of a financial crisis, 
Obviously, too, this amount will represent a very small pro¬ 
portion of the whole, for it will be earning the banker no 
interest. His Second Line of Defence is: 


3. ILoans at Call and at Short Notice. 

These are loans by the banks to Bill Brokers and Discount 
Houses. Both of these institutions are dependent on loans from 
banks in order to provide themselves with working capital. 
They obtain these loans at a very low rate; first, because they 
offer excellent security and secondly, because they agree to re¬ 
pay the loans either immediately they are called for (loans at 
call) or after a few days (at short notice). This is useful to 
the banker, for he can obtain his money easily and rapidly, but 
owing to the very low rate of interest he obtains, he cannot 
afford to use all his money—just playing for safety. He has 
to find a far more lucrative use for his money. This he finds in 


4. Bills Discounted and Advances. 

Good Bills of Exchange are in every way ideal. They are 
excellent security. They are an ideal investment, for when the 
date of payment arrives they realise themselves without any 
possibility of depreciation. There may indeed be two notes 
of uncertainty. First, it may happen that all the parties to 
the Bill will be unable to meet their obligations. Secondly, it 
may happen that there will occur an urgent demand for cash 
which will compel the banker, even after calling in loans, to 
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sell the Bill at a loss. But if any one of the parties to the bill 
remains solvent and if the banker can at all wait until the bill 
matures, then there is no possibility of depreciation, as there 
may be in stocks and shares. Next come 

5. Investments. 

These do not generally form a large proportion of bankers’ 
assets. At first this might appear strange, for the return to 
be obtained by investing in gilt-edged securities, is larger than 
that obtained by discounting bills, and in addition there is no 
worry as there is in constantly renewing suitable bills. But 
the real reason is the desire of the banker to keep his assets 
liquid. It has been said that the art of banking “is being able 
to distinguish between a Bill of Exchange and a Mortgage.’ 
A Bill of Exchange is the best example of a “liquid” asset, for a 
Mortgage “freezes up” one’s money for a long period of years. 
So that the banker finds that a portion of his stock of bills will 
mature almost every day. These he can then retain as Cash at 
hand or re-invest in bills. No gilt-edged securities become daily 
redeemable at par, and if he were obliged to sell in order to 
meet any money stringency, he might have to sell at a loss. 

Last come 
6 . Banl{ Premises. 

This is a very small item in proportion to the total but a 
useful investment in good freehold property. 

The most important item on the balance sheet is the pro¬ 
portion of Deposits of Customers to Cash at hand and at the 
liank of England, for the one represents the largest amount 
which the Bank may have to pay to its customers and the other 
the amount of money immediately available to pay customers, 
d'hc proportion between them represents the strength and the 
stability of the bank. Because balance sheets are now letjal and 
[)uhlic, the banker generally tries to show as large a proportion 
of Cash at hand as possible. It is therefore possible that just 
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oefore publication he calls in some of his loans. By so doing 
he diminishes deposits of customers or increases cash or does 
both. This probability is supported by the fact that the figures 
published do not represent average figures over the month, 
but the figures on a particular day, as vi^ell as by the relative 
difficulty there is in obtaining a loan at the end of the month. 
The return of the Bank of England, being the pivot of the 
English banking system, is even more helpful. 

The following is the return of the Bank of England for the 
week ending Friday, September 30th, 1932 (taken from The 
Times). 


Notes issued: 


Issue Department 

Govt, debt 


In circulation ;C 359 > 7 S 4 > 23 i 
In banking 

department.. 54,636,982 


Other Govt. 

securities 
Other securities 
Silver coin 


^11,015,100 

250,488,838 

9,683,530 

3^12,532 


Amount of fidu¬ 
ciary issue .. 275,000,000 

Gold coin and 
bulhon .. 139,421,213 


^414,421,213 


^414,421,213 


Capital 

Rest 

Public deposits' 
Other deposits: 
Bankers 
Other accounts 
Seven - day and 
other bills 


C i4.553>ooo 

3^677,446 

23,417,643 

80,626,456 

33>397.i75 

1,285 


Department 
Govt. 


• • 


securities 
Other securities: 
Discounts and 
advances 
Securities 
Notes 

Gold and silver 


coin 


^69,918,094 


• • 


12,069,350 

18,072,412 

54,636,982 

976,167 


;Ci55>673’005 


/i55>673.oo5 


Including Exchequer, Savings Banks, Commissioners of National Debt, 


and dividend accounts. 
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This Return, it must be noted, is in the revised form follow¬ 
ing the passing of the Currency and Bank Notes Act 1^28. 

Under this Act, the old form of Return was authorised to 
be modified “to such an extent as the Treasury, with the con¬ 
currence of the Bank, may consider necessary. 

A. The Issue Department. 

(i) Notes have been issued to the aggregate value of 
^414,421,213. This aggregate value is made up of the Bank s 
original note issue plus the amount of the Currency notes 
transferred by the Treasury to the Bank (by the Currency 
and Bank Note Act). As can be seen, of this aggregate, the 
amount of 54,636,982 is held in the Banking department. 

In the previous form of Return, only the item Notes Issued 
was given and the amount of Notes in Circulation or active 
issue had to be found by subtracting from the amount given 
as “Notes Issued,” the amount of notes held in the Banking 

Department. 

In the new Return, the amount of “notes in circulation” is 
stated separately. The notes in the Banking Department are 
covered by goli so that they are equivalent to gold and can 
therefore be placed on the Asset side of the Banking 

Department. 

(2) On the Asset Side: Against the liability of 414,636,982 
the Bank holds— 

(a) Government Debt ^11,015,100 is the original debt of the 
Government to the Bank, created under the Bank Charter Act 

of 1844. 

(b) Other Government Securities; this amount was taken 
over from the Currency Note Redemption Account in 1928. 

(c) Other Securities; these are securities other than those of 
the liritish Government. In the older Return, the Govern¬ 
ment Debt 1,015,100, the “Other Securities” which then 
amounted to ^68,734,900 (which together amounted to 

19,750,000), was the Fiduciary Issue of the Bank of England 
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at its maximum; for all private bank note issues had lapsed. 
The figure is made up of 8,734,900 which 

appeared as the “other securities” in the former Returns plus 
Commercial Bills of Exchange. 

By the Currency and Bank Note Act 1928 the Bank is 

authorised to hold Commercial Bills as one of its assets against 

its fiduciary issue: this item “Other Securities” will as a con¬ 
sequence fluctuate in amount. 

(d) Silver Coin: The Bank had been authorised to hold 

Silver Coin by the Bank Charter Act of 1844; but, in fact, it 

had not done so for many years. By the Currency and Bank 

Note Act 1928, the Bank is authorised to hold silver coin; 

although not to a greater amount than ^5,500,000. This item 

^3’^ 12,532 also comes from the Currency Note Redemption 
Account. 

Together, the Government Debt, Other Government Securi¬ 
ties, Other Securities and Silver Coin, totalling ^^275,000,000, 
constitute the backing to the Bank’s fiduciary note issue. By 
the Currency and Bank Note Act 1928, the Bank is authorised 
to issue bank notes up to the amount representing the gold 
coin and bullion for the time being in the Issue Department, 

and in addition to issue bank notes to the amount of 
;^ 26 o,ooo,ooo in excess. 

By the same Act, the Treasury may, at the request of the 

Bank, or if it deems it expedient, direct that the Fiduciary 

Issue be increased above or decreased below the amount 

^260,000,000. Such authority however must be regularised, for 

every increase must receive the sanction of both Houses of 
Parliament. 

B. The Banking Department. 

(i) Proprietors’ Capital. This stands at ^14,553,000. Un¬ 
like other banks the stock is fully paid-up and of course the 
liability of the shareholders is limited. It has remair'“-d un¬ 
changed since 1816. 
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(2) The Rest. This is undivided profit. It is never allowed 
to fall below ^3,000,000. In each half year the surplus over 
that amount generally is sufficient to pay the half-yearly 
dividend. This is then a reserve consisting of accumulated 

^ (3) Public Deposits. These represent the balances standing 
to the credit of the various government departments; for the 
Bank acts as the Government’s Banker. They include tor 
example the accounts of the Exchequer, of the Savings Bank 
and of the Commissioners of the National Debt. They 
generally increase in February and March when taxes are 
coming in and they decrease when interest on Government 
stock is paid out. It is also drawn upon by* the Government s 

spending departments—the Navy, Army, etc. 

(4) Other Deposits. This is the most important item on 

this side of the account. It includes the deposits or current 
accounts of the customers of the bank (in its ordinary bankmg 

business) and the balances kept by other banks. 

(5) Bankers. They comprise the balances standing to the 

credit of all the Banking customers of the Bank of England. 
All the banker customers regard their balances with the 
Bank of England as a cash reserve upon which they can draw 
in case of need. Any increase in this item would then indi¬ 
cate that banks were strengthening their balances in anticipa¬ 
tion of a demand for money. Any decrease would indicate 
that the financial situation was sound. Generally when these 
deposits are large (unless it is a precaution against an antici¬ 
pated demand for cash) it indicates that there is a large fund 
of money “unemployed” and so it coincides with a low price 

for money. 

(6) Other Accounts. This represents the balance standing 
to the Bank’s private customers. On these balances the Bank 
pays no interest. In the older form of Return, Bankers De¬ 
posits and Private Customers’ Deposits were not separated, 
but were .shown together as “Other Deposits.” The lost item 
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Ban\ Post Bills) refers to Bills which are issued by the Bank of 
England for seven days only to its own customers. They are 

IICpH /'hl-oflTr __ 1 .... / 


travelling 


paratively negligible. 
On The Asset Side: 


amount 


(1) Goi^ernment Securities are the Bank’s investments in 
British government-securities. They comprise every kind of 


•such 


government security held by the Department- 
Treasury Bills, Consols and War Loan securities. , 

(2) Other Securities. These are of special interest to the 

Money Market. They cover the amount of borrowing from 

the Bank of England, both by its regular customers and by the 
Money Market. 


(3) Discounts and Advances consist of the Bank’s Stock 
of discounted Bills of Exchange. It signifies the accommoda¬ 
tion granted to the money market. It therefore includes loans 
against securities as well as bills discounted. When the amount 
of this Item increases, it therefore means that Banks have been 
calling in their short loans from the money market. The Dis¬ 
count Houses, with whom the short loans are placed, can 
then repay the Banks only by borrowing from the Bank of 
England, which they do by getting the Bank to discount bills, 
or by borrowing upon bUls or upon gilt-edged securities. 
When this item therefore increases, so does the item “Other 

Deposits.” 


(4) Securities signifies the purchase of bills (other than 
Government securities such as Treasury Bills) which the Bank 
of England effects on its own initiative. 

(5) ^otes. These Notes are equivalent to gold, for they 
are backed by gold held by the Issue Department. If for 
example, these Notes were presented to the Issue Department 
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for payment, the following changes would take place in the 
Return. In the Issue Department, the total of Notes Issued 
would be reduced by ^^54,636,982 to ^^359,784,231, and the 
item Gold Coin and Bullion by the same amount ;;^54,636,982 
to 84,784,231. In the Banking Department, the item Notes 
would disappear, so that the item Gold and Silver coin would 
be increased to ^^55,613,149. 

(6) Gold and Silver Coin is the Bank’s till money. There 
are two important data to be noted. 

(i) While the operations of the Issue Department of the 
Bank of England are strictly regulated by law; the Banking 
Department of the Bank conducts an ordinary banking 
business similar to any other large bank; with the one excep¬ 
tion that its deposits resemble the Current Accounts of 
other banks. 

(ii) The amounts under the items “Notes,” and “Gold 
and Silver coin” together constitute the Reserve, the amount 
of money which the Bank keeps in order to meet the calls 
which may be made, either for withdrawals or for loans. 
The percentage which the Reserve bears to the Liabilities 
is called the Proportion and is the index to the strength of 
the Bank. 

This proportion is not of course expressly stated, but it is 
easily calculable. For example, in the Return quoted, the 
Bank’s total liabilities in respect of Public Deposits, Other 
Deposits and Seven Day Bills amount to 137,442,559. 
Against this liability the Bank holds Notes (which are 
ccjuivalent to cold) and Gold and Silver amounting to 
/53,613,149. Consequently the gold holding of the Banking 
Department or the Reserve is (approx.) 41% of its liabilities to 
its outside creditors. 

Of course this Reserve applies to the Banking Department 
only. 

The proportion of the Reserve in the Issue Department is 
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fixed by law. It has already been seen that the Bank of 

England is an ordinary bank as well as the bankers’ Bank. 

The Proportion is therefore a matter of grave concern to all. 

Many rnaintain that it is far too low. For this amount of gold 

IS practically the only free stock of gold in the country; for 

all the gold held by the Issue department is the backing for 

die Notes issued by that department. The Bank of England 

is subject to a regular and periodic drain on its reserve— 

during holidays, at harvest time—and to a regular inflow from 

taxes, because it is also the Government’s bank. On a threat 

of a crisis or of war there will be a drain on this reserve, and 

the bank has to face the possibility of such occurrences. It 

could of course stop payment in gold but that would only 

increase the panic. It could enter the market and buy gold at 

the bullion rate, and therefore dearly, but this method 

although effective would prove too expensive. The method 

generally adopted is to raise the Bank Rate, which encourages 

a flow of gold into the Bank with which to meet the demand 
for cash. 


The action taken by the Bank of England at the outbreak 

of war in 1914 will illustrate Banking procedure in a crisis 

and how the government came to the help of the financial 
institutions of the country. 


(i) In August, I 9 i 4 > Bank Holiday fell on Monday the 3rd. 

It was clear by the ist that war was coming. Now the first 

week in August is always a time of large withdrawals of cash. 

This, coupled with the threat of war, made this period almost 

a panic week. The demand for cash was so great that the 
Bank Rate was raised to io%. 

(ii) The Governor of the Bank of England then obtained 
from the Prime Minister and the Chancellor of the Exchequer 
the authority to suspend the Bank Charter Act, and SO gave 
the Bank the power to increase its fiduciary issue. 

(iii) To provide time to deal with the crisis, an order was 
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issued extending the Bank Holiday from Monday to Thurs¬ 
day. 

(iv) To prevent any further depletion of the gold reserve, 
the Government issued Treasury Notes or Currency Notes of 
jT I and loy. as legal tender. 

(v) To prevent the price of gold being still further lowered 
by a sudden and extensive sale of securities, and at the same 
time to prevent foreigners selling out stocks in London, which 
would still further have decreased the gold reserve, the Stock 
Exchange was closed on July 30th. 

(vi) A Moratorium was declared and all debtors for 
amounts of ;r50 and over were allowed to defer payment at 
first for one month and then for three. 

(vii) A Foreign Debt Committee was set up which gave 
relief to traders who had money owing from abroad, up to 
50% of the debt. 

(viii) The Bank of England was authorised by the 
government to discount approved pre-moratorium bills. The 
acceptors of such bills were given the opportunity of postpon¬ 
ing payment on paying interest of 2% above the bank rate. 

Since the war several committees have suggested various 
proposals, either for going back to the gold standard (the 
issue of Treasury Notes meant a fall from the gold standard 
in so far as a £i note was not redeemable on demand) or 
for adopting some managed standard. The budget of Mr. 
Winston Churchill brought England back to gold, but in 1931 
England fell from the gold standard and the whole problem 
of international trade and exchange media is open to doubt 
and difficulty. 

In 1918 the government appointed a Committee to examine 
and report on the tendency in banking to amalgamation and 
concentration. As in all other departments of economic life, 
the advantages of combination depend ultimately on the fact 
that the greater economy of combined working outweighs the 
menace that may arise from monopoly. As a result of the 
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Report of the Committee, all future amalgamation must re¬ 
ceive the sanction of the Treasury. But already the Big Five 
(Barclays’, Midland, Westminster, Lloyd’s and National Pro¬ 
vincial) concentrate in their control the financial machine of 
England. Those who favour closer concentration argue that 
only by amalgamation is efficient administration and control 
possible, that unified administration and control is necessary 
for efficiency and essential in time of crisis. 

Their opponents reply that the size of the new industry will 
become too great for average ability, and that organisation 
and red-tape will kill initiative and new banking development. 
To the argument that amalgamation means that the Reserves 
are better concentrated at the strategic point and better man¬ 
aged, the reply is given that concentration of resources so 
powerful is to be feared as having social dangers, and that 
further concentration is not needed since the Bank of England 

already fulfils that function to a degree unknown anywhere 
else. 

It is also argued that when Private Banks are absorbed 
their accounts then are made public and so open to criticism, 
but they could easily be made public by a law stating that all 
banks, private as well joint stock, should publish monthly 
accounts. Finally it is stated that by amalgamation better ser¬ 
vice can be offered to international trade. In any case this 
tendency to concentration is not confined to banking but to 
every industry and to every trade. The twentieth century 
will witness cotton trusts and oil trusts, steel trusts and bank¬ 
ing trusts. 

The General Work of a bank can now be followed and 
stated. It is said that its chief function is the “exchange of 
money for credit and of credit for money,” but although this 
is true it is too vague. In more detail then 

I. A ban\ receives deposits. When a person deposits with 
a bank, it is said that he opens an account. There are two 
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types of accounts (a) A Current Account which the depositor 
can draw (in legal tender money) on demand. Generally the 
bank charges a commission for this service of looking after the 
customer’s money, (b) A Deposit Account which gives the 
banker some time to repay if demanded. On this the banker 
pays interest. A customer can of course have both kinds of 
accounts. 


2. A Ban\ grants loans on security and charges interest. 
The loan may be in money. More frequently it is a permis¬ 
sion to draw cheques up to the amount of the loan. 

3. The Banks cancel indebtedness and balances all payments. 
The banks are helped of course by the Clearing House. 

4. The Ban\ can act as an agent for the customer in many 
ways. 


a. The strong room is at the disposal of customers, to 
deposit any valuables and documents. 

b. Most banks act as executor if required. 

c. The bank can buy and sell stocks and shares. 

d. The bank can collect the interest and dividends on 
stocks and shares. 

e. The bank can pay regular subscriptions to clubs, 
societies and schools. 


5. The Bank discount Bills of Exchange. Any holder 
of a bill may go to the bank and get it discounted, that is the 
bank will give him its present worth at the market rate. 

6. As a cheque requires endorsement, by transacting all 
business by cheque the bank keeps the accounts of clients. 

7. In England the Bank of England alone can issue bank 
notes, although in Scotland bank notes of and more are 
legal tender. These are special functions of the banks, whereby 
they earn their living, so to speak. They satisfy these wants 
and are paid for their services. But banks also render a Social 
Service; they are of Social Utility. Without them modern 
industry and commerce would suffer. 
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(a) By helping the exchange o£ goods, they make pos¬ 
sible that specialisation which it has been seen is also co¬ 
operation of men and areas. 

(b) They therefore help Man to make the best use of the 
various and differing qualities of different parts of the 
earth. 

(c) They help the exchange of goods by bringing 
together all promises to pay cash and then cancelling them 
out. So that an institution, the bank, has replaced a com¬ 
modity, gold, as a medium of exchange. 

(d) By their credit system the Banks finance production 
in anticipation of demand. It has been seen that produc¬ 
tion is very roundabout and that producers have to study 
demand. Now a business man who sees a chance of launch¬ 
ing a new industry or of extending an existing industry 
has two primary sources with which to finance the enter¬ 
prise—his savings and his current income. Greater than 
either is the credit he can obtain at the bank. He has of 
course to offer security. But the bank really never expects 
to have to realise the mortgages and the documents he has 
lodged as security. The real security is the added product 
which the advance will enable to create and from which the 
borrower will be enabled to repay the loan. 

(e) The banks, too, help production to work smoothly. 
For example, new machinery may be needed during the pro¬ 
cess of production or a special fertiliser may be needed in 
agriculture if the plant is found to be attacked by a pest. The 
bank again supplies the advance with which to buy the neces¬ 
sary machinery or the essential scientific equipment. But for 
the bank the industry or the crop would have failed. The 
bank is again repaid from the additional product which the 
advance has made possible. Credit, here, is therefore the 
exchange of present goods (the machinery or the fertiliser 
or whatever may have been needed which was bought by 
the bank’s advance) for future goods (the additional pro- 
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duct of the factory or the crop of the field which but for 
the credits would never have been produced). The pro¬ 
ducer in fact buys the machinery or the science with the 
future product or his future crop. Banks therefore make 
production less jerky and more continuous. 

(f) Banks, too, enable wealth to be raised and trans¬ 
ported to those people and to those areas where it is in 
great demand. So that they make possible the large scale 
enterprise and speciafisation upon which the material pros¬ 
perity of the present world is built. Criticisms against Banks 
and their Credit system there are, but they are generally 
based on the dangers of a too easy credit system. It is con¬ 
tended that such a credit system may lead to extravagance, 
that it may encourage non-economic production and so pro¬ 
duce serious fluctuations in the world’s markets where 
stability is essential. It is suggested that where a firm is really 
declining the granting of credit will only intensify the failure 
when it does happen. But in spite of all criticism the Bank¬ 
ing system is now essential to production. A community 
without such a Credit System is in the same position as a 
community without machinery or without specialisation, 
that is a community materially the poorer. 


CHAPTER Xn 
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A MARKET is a place where buyers and sellers meet to buy 
and sell. With the development of a world market for com¬ 
modities, the idea has been extended to cover a commodity 
with buyers and sellers buying and selling under perfecdy free 
competition. 

The Money Market fulfils almost to perfection this defini¬ 
tion. Credit can be transferred with such rapidity, even gold 
shipments (when permitted) performed with such ease, that 
money can be bought and sold with the least possible friction. 
Like all specialised markets, the money market is central¬ 
ised in the “City” where specialised dealers (buyers and 
sellers) concentrate. In a similar way other commodities have 
their specialised market, wool in Coleman Street, corn in the 
Baltic exchange. ^ 

In America the money market centres in Wall Street. In 
England, Lombard Street hae traditionally become the pulse 
of the money world. 

The use of money is bought and sold—that is money is 
borrowed and lent. The chief lenders are the banks; the chief 
borrowers are Bill Brokers, and Stock Exchange Dealers. The 
components of the Money Market are the Bank of England, 
and the other Banking institutions, the Discount Houses, 
the Accepting Houses, Dealers in Foreign Bills, Underwriters, 
and the Brokers and Jobbers of the Stock Exchange. 

Of recent growth has been the powerful influence of the 
Government; for the government borrowings and the large 
payment of dividends have considerably affected the market. 

I. Discount Houses, as their name implies, specialise in Dis- 
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counting Bills. For ready cash they buy—that is Discount— 
Bills of merchants who need their payments nowl These 
merchants have sold goods and received Bills as payment. 
They could wait till these Bills mature, but they prefer im¬ 
mediate payment. It has been seen that the function of these 
Discounting Houses is being gradually taken over by Banks. 

2. Accepting Houses—as their name also implies—“accept” 
Bills on behalf of merchants and charge them, of course, for 
their services. The merchant may be perfectly solvent and be 
able to pay the amount required. But beyond his own land he 
may be unknown. The Accepting Houses are generally of 
international repute. In origin some were themselves merchant 
houses. They found however that because of their reputation 
their bills were accepted everywhere. They have become 
specialised Acceptors. The Banks, too, are gradually taking 
over the work of the Accepting Houses. 

3. The Stock Exchange does not engage in any financial 
industry. It does not raise money for new industries. It is 
simply a specialised market for stocks and shares which 
already exist. The members include (i) Stoc\ Jobbers, 
who are the actual dealers; they buy and sell for clients. They 
make their profits from the di(Terence between the buying 
and selling price of stocks and shares. What speculation goes 
on is also done by the Stock Jobbers. “Bulls,” for example, buy 
up shares, which raises their price. As m.ost people look to 
the price index, as indicating value, they too follow and buy 
more, so still further raising their price. Then the Bull sells 
and makes a large profit. “Bears” do the reverse, they sell in 
order to depress the price and then buy back at a figure far 
below that at which they sold. (2) Ssoc{ Brokers act as 
agents between the public and the Stock Jobbers. They make 
their profits from the commission they charge; so that if any 
person wishes to buy or sell shares, he finds first a Stock 
Broker, who charges him a commission, then the Stock Broker 
finds a Stock Jobber to carry out the sale. (3) Underwriters 
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are generally commercial houses which for a consideration 
underwrite new issues. If a company promoter wishes to 
float a company and wants to make sure that the money 
will be subscribed, he goes first to an underwriter who, for 
so much per cent., promises to take up those shares which the 
public do not. If all the shares are taken up by the public, the 
underwriter has nothing to do but receive his charges. 

In the money market the use of money is bought and sold 
at a price. The Price of Money” is therefore the amount that 
is charged for its use. Like the price of all commodities the 
price is determined by the demand for and supply of money. 
(Note that the Value of Money is its Purchasing Power.)' The 
price that is paid for the use of money is called Interest, and 
the Rate of interest will therefore vary with the supply and 
the demand of money, with the nature of the loan and with 
the length of the period for which the loan is needed. 

Closely akin to the Interest Rate is the Discount Rate. A 
Bill is generally made out to mature at the end of a stated 
period. If the receiver wishes to realise it immediately he 
pays a price—the Discount. It is the difference between the 
present value of the bill and its face value. So that it is really 
a rate of interest. For the two rates are mutually dependent, 
as there cannot be two different prices for money in the same 
market. If for example Interest Rates were 5%, and Discount 
Rates were only 4%; then if other factors were equal, money 
would be withdrawn from interest-bearing investments and 
put into discount investments. There are differences, but these 

are due to other factors—one investment may entail greater 
risk than the other. 

The Bank of England Rate is a Discount Rate. It is gener¬ 
ally above the Market Rate or the rate charged by the Banks. 
Banks prefer to keep a large proportion of their assets liquid, 
and therefore lend money to Brokers at call or short notice. 
Their rate is lower than the Market Rate, because of the 
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onerous conditions of repayment. This is called the Call Rate. 

Now the Money Market is an international market and the 
use of money for international purposes is needed to pay for 
and finance International Trade. It has already been seen 
that International Trade equalises out the world’s products, 
for it encourages the production of goods where they can be 
produced cheaply and discourages their production where 
they are produced dearly. Through international trade, areas 
are supplied with those commodities which they most need. 
It enables people to enjoy goods which they cannot produce 
themselves or which they could produce only at prohibitive 
costs. It averages out the price of commodities, for without 
international trade those goods which were difficult to pro¬ 
duce would be sold at extravagant prices, while those which 
were easy to produce would be very lowly priced. Inter¬ 
national Trade therefore promotes international division of 
labour. 


There are two peculiar features in International Trade 
which need special mention. 

The first is the Law of Comparative Costs; the second is 
the method of payment in International Trade. 

I, The Law of Comparative Costs is the application to 
International Trade of the economies which every large firm 
applies internally. For example, a large firm with many 
branches will have to decide what each branch is to produce 
or sell. If the firm happens to own a chain of stores, and it 
is found that store A can pack far more tea than store B, 
but that store A can pack an even larger quantity of cheese, 
then it will pay the firm to allow store A to pack cheese, 
and store B to pack tea, although store A can pack more tea 
than store B. Similarly, the Managing Direaor of the busi¬ 
ness may know that his Manager is a far better salesman than 
the actual salesman he employs, but he will not as a con¬ 
sequence ask his manager to do the work of the salesman. 
For although he can sell better than the salesman he can 
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manage even better still. 

Similarly countries will tend to specialise in the production 
of those commodities for which they have the greatest com¬ 
parative advantage. For example; let us imagine two 

countries Altonia and Bytria, engaged in trading with each 
other. It is found that in Altonia 


Boots can be produced at lor. a pair 

Hats can be produced at 5r.each. 

and that in Bytria 


Boots can be produced at los. a pair. 
Hats can be produced at lor. each. 


that is, that these commodities cost twice as much in Bytria 
as they do in Altonia. The inhabitants of Bytria wish to take 
advantage of the cheapness of goods in Altonia and begin to 
import boots and hats. They pay for them of course in money. 
Then the influx of money into Altonia will cause prices to 
rise. The efflux of money from Bytria will cause prices to fall 
there. This will go on until in both countries boots may cost 
155'. a pair and hats yr. (id. each. There will be no further 
advantage in importing these commodities from Altonia and 


trade will therefore cease. Permanent trade is impossible be¬ 
tween these two countries, for neither country has a permanent 

advantage in relative costs. In both commodities the relative 
costs are 2 to i. 

Now let us imagine that these countries have different 
relative costs of nroduction. 


In Altonia boots still cost lor. a pair, 

hats still cost 5r.each. 

But in Bytria boots cost 30^. a pair, 

hats cost lor. each. 


Altonia still has the cheaper commodities. People from 
Bytria will therefore buy their goods from Altonia and send 
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money in exchange. The same results will again follow. 

Goods in Altonia will increase in price and goods in Bytria 

will decrease in price. And as a consequence it may well 

happen that boots will cost 15X. in Altonia and 25X. in Bytria, 

while in both countries hats will cost 8x. 6 d. It will then not 

pay to export and import hats, but it will still pay Altonia to 

export boots. Between Altonia and Bytria permanent trade 

has now become possible and it will now pay Altonia to 

specialise in making boots and Bytria to specialise in making 
hats. 

The advantages thus obtained can be worked out mathe¬ 
matically to show that these conclusions are correct. For 
example, in these two imaginary countries, before each had 
begun to specialise in what was of relative advantage to each, 
100 pairs of boots cost ^50 in Altonia and ^150 in Bytria; 
100 hats cost _^25 in Altonia and ^^50 in Bytria; so that alto¬ 
gether 200 pairs of boots and 200 hats cost But now that 

each country specialises, Altonia will specialise in making 
boots and 200 pairs of boots will cost £100. Bytria will 
specialise in making hats and 200 hats will cost /loo. So that 
altogether 200 pairs of boots and 200 hats will cost, when each 
specialises, ^'2.00. There is a net social gain of ^75 to be 
secured by specialisation. 

All foreign trade is therefore carried on within the limits 

set by the comparative costs of production. From this there 

follows a strange corollary—that it may actually pay a country 

to import a commodity which she can produce more cheaply 

herself. Of course she can produce other commodities still 
more cheaply. 

2. The problem now arises how these goods are paid hir. 
Of course gold could be sent to pay for the goods. But that 
would not only be wasteful, but also there is not enough gold 
in the world to pay for all the goods exchanged internationally. 
Barter would be possible (and when normal exchange breaks 
down is still resorted to) but that suffers from all the draw- 
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backs that barter entails. Here, par excellence, the Credit 
system functions. All the claims which are created by buying 
and selling are brought together and cancelled out. For 
example if A, a merchant in England, sells to B, a merchant 
in France, coal worth ;^ioo, and B sells wine to C, another 
merchant in England, also to the value of ;^ioo, then instead 
of B sending ;{^ioo across to pay A for the coal and C send¬ 
ing ;^ioo across to pay B for the wine, it would be a very 
simple matter for C to pay A the ;i^ioo and all these trans¬ 
actions will be settled without the risk of loss, and the worry 
of sending coin and bullion. 

This is in fact what takes place when payments are made 
by a Bill of Exchange. According to definition—a “Bill of 
Exchange is an unconditional order, in writing, given by one 
person to another, signed by the person giving it, requiring 
the person to whom it is addressed to pay on demand, or at 
a determinable future time, a certain sum in money to, or 
to the order of, a specified person or to bearer.” In form it is 

^2020. LONDON. 

Stamp 10^. May 1932. 

Three months after date pay to Mr. Arnell or order the 
sum of two thousand and twenty pounds for value re¬ 
ceived. 

Signed: E. Arnell. 

To Mons. Le Brun. 

France. 

Three copies are generally made, so that there shall always 

be one available if the others are lost. 

(Mr. Arnell is known as the drawer, Mons. Le Brun as the 
drawee. After accepting the Bill, he is known as the acceptor. 
If Mr. Arnell discounts the bill with Mr. C, then Mr. C 
becomes the holder of the bill. If C signs his name on the 
back of the bill and transfers the bill to D, then D becomes 
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the holder and C the endorser and he is liable to pay D if 
B fails to.) 

A Bill of Exchange now has several uses. It enables a debtor 

to pay a creditor in a foreign country. It also enables a seller 

to receive immediate payment, while the buyer prefers to 

defer payment until he has marketed the goods that he has 

bought. For this latter purpose the Bill of Exchange is largely 
used for internal trade. ^ 


In the example, A has sold goods to B to the value of 
I2020. B says that he cannot pay for the goods until he has 
sold at least a portion. A needs money at once. He therefore 
draws on B a bill of exchange and sends him the document. 
B then writes across the face “accepted B” signifying that he 
IS willing to pay ^2020 in three months’ time, and then re¬ 
turns the bill to A. Now A can wait three months and then 
receive the face value from B, or he can take his bill to his 
banker C and sell him the bill for immediate payment. This 
is^ called “discounting the bill.” The banker will pay him 
/2000 clown, and at the end of three months he will present 
the hill to B and receive ^2020. Actually then the banker has 
charged y^2o for a loan to A, of /2000 for three months, as 
well as for the risk of not receiving the money from B. The 

rate of /20 for ^2000 for three months is called the rate 
of Discount. This rate of 5% will, of course, depend on the 
demand for such loans and the supply of money to satisfy 
the demand. If for example many people want to borrow 
money by discounting bills, the rate of discount will go up. 
If there is plenty of money the rate will go down. The rate 
will depend too on the financial position of D—a hitih rate 


will be charged if his security or solvency is doubtful. 

Originally a Bill of Exchange was drawn against actual 
merchandise, but it has also become a device for obtaining a 
loan. For example, if A wishes to borrow from his banker 
he may draw a bill on B as if there had been a genuine sale! 
bring It to the banker to discount and arrange with B h '.w 
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to repay it when the bill matures. Such a bill is called a 
Finance Bill or Accommodation Bill. In wording and in form 
it is exactly the same as a Produce BUI. Consequently, when 
the banker is asked to discount a bill, he knows neither the 
true nature of the bill, nor the financial position of the drawer 
and acceptor. It has, therefore, become worth while for 
persons who wish to discount bills to pay a commission to 
firms of high repute in order to get them to accept the bill. 
This will enable them to discount it at a lower rate. The same 
lesult is also obtained by paying a well-known firm to endorse 
the bill after it has been accepted. As a result of the endorse¬ 
ment, the endorsing firm will have to pay if the acceptor fails. 
The firms who so trade on their reputation and good name by 
accepting and endorsing bills are the Accepting Houses. A 
bank will generally discount any bill accepted by a reputable 
Accepting House so that when a person attempts to raise a 
loan by means of discounting a bill, it is in fact the Accepting 
House and not the banker who decides whether the loan shall 
be granted or not. (It has been seen that Banks are absorbing 
the business done by Accepting Houses.) 

A Bill Broker is generally a firm or an individual who 
buys, that is, discounts bills, not in order to hold them till 
they mature but in order to sell them at a profit. As in every 
industry, in the industry of finance. Bill Brokers are special¬ 
ists. They specialise in knowing the financial status of drawer 
and acceptor. Bankers therefore prefer to buy bills from the 
Bill Broker’s stock. He generally keeps a variety of bills so 
that banks are able to obtain just the type of bill they need. 

In order to have such a variety of bills the broker requires 
capital and he obtains his capital from the banks in the form 
of “loans from day to day” or in periods not exceeding a week. 
The rate at which they borrow, it has been seen, is “the Rate 
for Money.” 

Now when an English merchant owes money to a French 
merchant, he buys a Bill of Exchange and sends it to Paris. 



INVISIBLE EXPORTS AND IMPORTS 



The French merchant can then discount it or wait until it 
matures. Or he can use the bill to pay for merchandise he 
has bought in Germany or in America. Just as in internal 
trade, when payments are made by cheque, the buyer transfers 
his claim on a bank to a creditor—so in the case of external 
trade, the buyer who pays with a bill on a Discount Merchant 
transfers a claim on the Discount Merchant (which he has 
acquired by giving him security and paying him for the use 
of his name) to his creditor. A bill of exchange may there¬ 
fore be used to settle very many debts and travel round the 
world. Each firm that uses it to pay a debt will endorse it 
and so make itself liable to meet it when it falls due if none 


of the firms whose names appear earlier is able to do so. 

Every country buys goods from abroad and pays for them 
by bills of exchange. But every country also sells goods abroad 
and receives payment by bills of exchange. So that when these 
bills cancel out, the cost of imports is the cost of exports. In 
this sense exports pay for imports. Difficulty has arisen over 
the fact that if a record were kept at the various customs 


houses of the value of goods imported and exported, they 


would not balance. But countries do not merely export and 


import goods, they also export and import services. For ex¬ 
ample, if English coal were unloaded at Rouen to the value 
of the French merchant w'ould have to pay not alone 

the /^looo (which might be paid by ;,^iooo worth of goods sent 
to England) but also for the cost of the delivery, that is for 
shinning services. England not only exports goods,but she also 
supplies other countries with the services of the Mercantile 
Marine, of her Insurance Companies, of her Banking System. 
So that the recorded imports at the ports will be larger than the 
recorded exports, for some of these imports will be payments 
for such services. In addition, English folk have large sums of 


money invested abroad on which interest is paid yearly so that 
again imports will bulk larger than exports. 

To obtain therefore a fairly accurate picture of the total 
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exports and imports of a nation, it is essential to add to the 
exports and imports of goods the “Invisible” exports and im¬ 
ports. For just as a business man can ultimately buy goods 

to the value of the goods he sells, so the nation can only buy 
to the value it sells. 


Over a long period therefore exports and imports must 
cancel out. Over a short period, however, imports may ex¬ 
ceed exports or exports may exceed imports, but whenever that 
happens gold movements automatically take place (whenever 
there is a free export of gold permitted) which tend to restore 


exam 


Q --^ 

from B, in France, wine to the value of £1000. He can pay 
for the wine by accepting a bill drawn on him by the wine 
exporter, or he can arrange with his bank or a financial house 
to accept for him bills drawn on him by his creditor, or he 
can buy for cash in England, a bill drawn on some one in 
France and payable there, which he will then send over to 
B for his wine, or he can send gold. 

To simplify matters let us suppose that A in England owes 
money to B in Edinburgh, and he goes to' a Post Office for a 
money-order with which to pay him. If he were told that it 
would cost him 6 d. for every pound sent, he would of course 
refuse the money-order and send his debt by registered post. 
Similarly if the English merchant A who is desirous to pay B 
in France for wine, on going to his broker finds that for every 
^Tioo he could only pay a bill on Paris for 2500 francs, he 
would refuse the bill, send gold or bullion and there get it 
transferred to francs, which would give him f. 2522, which 
after deducting 8 francs for freight and insurance would still 
give him 2514 francs instead of the 2500 francs offered by 
the broker. So that the Paris exchange can never fall below 
25.14. (That is when England and France were both on the 
gold standard.) 

In a similar way the Paris exchange could never rise above 
25.30, for if the brokers were to ask for a higher rate, Paris 
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debtors would pay their creditors by sending gold. Between 
these two limits the rate of exchange was constandy varying. 

Now when England and France were on the gold standard 
and free export of gold was permitted, this meant that £1 
in England was worth a sum of between 25.14 and 25.30 francs 
in Paris. Francs are silver coins and from this it might appear 
that gold was exchanged for silver. But the rate is only quoted 
in the smaller silver units to prevent the awkward quotation in 
fractions, if the larger gold unit were used. All that has hap¬ 
pened is that 

exchanged for gold coins of another weight and fineness. The 
English sovereign has been exchanged against the French 
napoleon. Because these two coins are of the same material 
their physical relations can never vary, and as bullion the same 
weights will always have the same value. Their relationship 
can be worked: 

The English gold sovereign—7.98 Grammes of gold 11/12 fine, 
so that it equals —7-3^5 pure fine. 

The French gold napoleon =6.45 Grammes of gold 9/10 fine, 
so that it equals =5.805 Pure fine. 

y ^2 20* 

80 that a sovereign = —„ — == 25.22 francs 

5-8 

In a similar way the relation between the gold sovereign and 
the German eagle is that one sovereign equals 20.42 marks. 

Because the weights of the coins are given to them at the 
Mint this relationship between foreign coins was called tlie 
Mint Par of Exchange. So that the Mint Par of Exchange 
Ijctween London and Paris is 25.22 and between London and 
Berlin 20.42. 

If however one of the countries has a Paper Currency then 
the Par of Exchange becomes dillicult to calculate. It is met 
by making two calculations. There is generally a gold basis 
lo I he Paper currency. First then the Mint Par of Exchange of 
that gold ba.sis per unit of currency is calculated. Secondly the 


gold coins of one weight and fineness have been 
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value of the gold unit to the paper unit being known; the Mint 
Par of Exchange of the gold unit is converted to the Paper unit. 

It has been seen that it cost 0.08 francs to ship and insure a 
sovereign between London and Paris. Consequently the limits 
of the fluctuation in value of London bills on Paris or of Paris 
bills on London are 25.22-0.08^:25.14 or 25.22+0.08=25.30. 
These limits are called Gold Points. In countries with silver 
currencies the points at which it pays to remit specie are called 
Specie Points, although these points cannot so easily be stated, 
because there is no Mint Par of Exchange. 

Once again therefore let us simplify our problem. Let us 
imagine that the London merchant deals with the Paris 
merchant and that Postal Orders are obtainable for use be¬ 
tween these two towns. It is found that Paris buys goods to 
the value of ;r^ioo from London whereas London only buys 
goods to the value of ^60 from Paris. Then the Paris post 
office will sell money orders on London for /loo and will 
be asked to cash money orders from London to the value of 
^Tdo. That is, the balance at Paris will be increased by ^^40. 
In London the post office will sell money orders on Paris to 

the amount of J[^6o and will cash _^ioo so that its balance will 
diminish by 

Now if their trade continues in the same proportion then 
there will be a danger that ultimately the balance in London 
will be drained away. The post office therefore will ask the 
Paris branch to draw some of its growing gold supply and 
send it to London. But as the amount of gold in London is 
increased and the amount of gold in Paris decreased—so will 
credits increase and prices rise in London, and credits decrease 
and prices fall in Paris. The result will be that people will 
be encouraged to buy more in Paris, where prices are low, than 
in London where prices will be high. So the former balance 
of trade will be reversed. An unequal balance of trade calls 
into play forces that tend to correct that balance. 

But shipments of gold are expensive, so that the post office 



SPECIE POINT 


157 


will try to check the process which may render this necessary. 
It can do this by varying the rate of cost of postal orders (that 
is by varying the rate of exchange). For example, if the 
balance of trade is equal between the two towns, then the 
two post offices may charge, let us say, id. for a £1 postal 
order. When Paris begins to buy from London more than 
London does from Paris, then, because there will be a demand 
for orders on London, Paris will put its price up till it reaches 
Gold Point—if it costs i^. to send the then the Gold Point 
would be is.od. 

If the rise of the rate of exchange to gold point does not 
stop the demand for money orders, then Paris will continue 
to sell its orders at that price and send the gold to London. 
The rate of exchange cannot go beyond the gold point, as long 
as there is gold available. For if Paris charged above that 
price, then those who had debts to pay in London would send 
the gold themselves. 

London, too, can help to redress this adverse balance by en¬ 
couraging people to buy orders on Paris by selling them at a dis¬ 
count. It might charge ipr. for a £1 order on Paris. In both 
towns then the Rate of Exchange has reached Gold Point but 
in London it is the Import Point whereas in Paris it is the Ex¬ 
port Point. It is obvious that when the Gold Point is at the 
Export Point at Paris it will be at the Import Point at London. 

One cause then of the variations In the rate of exchange is 
the relative indebtedness of the two countries. Another cause 
is the Rate of Interest charged in the two countries, that is 
the relative price of money. For example, if the demand for 
money becomes keen in Paris (owing to a trade revival) and 
as a consequence the Rate of Interest rises to 5% while in 
London because trade is stagnant the Rate of Interest falls to 
2(4%, then it will be profitable for financiers in London to call 
in their money earning only iVi% ^t^^l send an order to Paris, 
there to be cashed and earn—on investm.ent—5%. But an 
increase in the demand for orders will result in an increase in 
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their price—that is by a rise in the rate of exchange. In addition 
the increased supply of credit in Paris will cause a rise in prices 
and the decrease of credit in London will cause a fall in prices. 
The exchange may therefore adjust itself without any ship¬ 
ments of gold. Nevertheless, the tendency to gold ship¬ 
ments was shown by the variation in the rate of exchange. 

A further complication may now arise. The London 
merchant now deals with Berlin, and Berlin, being in need of 
gold, begins to inflate its currency by printing paper money, 
which in Berlin is legal tender. This, it has been seen, soon re¬ 
sults in a rise in prices. Consequently people will cease to buy 
in Berlin and buy more in London. The Berlin merchants will, 
in order to pay for their increased purchases in London, buy 
bills and send them to be cashed in London. Consequently the 
cash balances in Berlin will be increased and in London 
diminished till it may be necessary to send gold from Berlin to 
London. This will in turn cause a fall in prices in Berlin and a 
rise in prices in London. But the issue of paper in Berlin con¬ 
tinues and is in Berlin legal tender. Eventually then it becomes 
impossible to continue the sale of bills on London, for no gold 
can be sent. 


Berlin may attempt to ease the situation. She can buy goods 
(say, cutlery) with her notes and send the goods to London 
to be sold and so obtain gold. But this will only create two 
new difficulties. First—bills will now become dearer still, for 
the expense of shipping goods and selling goods is far greater 
than that of sending gold, so that the exchange will soar far 


higher than the gold points for export. Secondly—Berlin will 
have to buy its cutlery in Berlin, where prices are already 
high, and sell them in London where they are relatively cheap. 
Further loss will then result from this transaction. 


in 

London and if the expense of sending gold is i mark, then in 
order to realise in London, Berlin will be prepared to 
spend 21.42 marks. But prices have risen in Berlin and what 


For example if goods cost 20.42 marks in Berlin and 
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formerly cost 20.42 marks now costs 40.84. She has no gold; 
to export these goods costs not i mark but 3 (they are bulkier), 
so that 43.84 marks are now needed to pay for £1. But she 
also finds that when these goods are sold in England where 
goods are cheap, they are worth only iSr. So that even more 
goods will have to be sent to pay for £1. The Export Point 
has now risen to fantastic figures. 

As the issue of the paper money continues so the exchange 
will rise. When therefore a country is suffering from an 
over-issue of paper money, its exchanges will depend on the 
price which its principal exports sell for in gold, in foreign 
markets, as compared with their price in the home market. 
This may be still further complicated by tariffs preventing 
free export or free import. 

To complete therefore the whole rhythm—if England has 
been buying abroad more than she has been selling—so that 
the exchange is against her—it becomes cheaper to send gold 
than to send bills. With less gold, banks will have their re¬ 
serves depleted and will restrict advances so that prices will fall. 
But prices will rise in those countries to which gold has been 
sent. The fall of prices in England will stimulate purchase, so 
that exports will increase. (Especially, too, will foreigners take 
the opportunity of buying stock-exchange securities.) 

The rise in prices in those countries receiving gold will check 


The 

- - ^ ^ ^ 

than she sold, which caused the unfavourable exchange and 

the export of gold, will be reversed. She will now buy less and 
sell more, and the balance between the claims against her and 
the claims for her will be restored. As a consequence bills will 
be more plentiful and cheaper in England and dearer abroad. 
The necessity for sending gold will then disappear. 

The rate of exchange then supplies a very good indicator 
of the relative indebtedness of the various countries. And so 
it is that international payments are settled by cancelling out 
competing claims through the medium of the bill of exchange. 
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THE NATIONAL INCOME 

The most successful application of science to industry has been 
in the realms of production. Some economists have even sug¬ 
gested that at last the problems of production have been solved. 
For almost every day sees newer methods of organisation, 
better machinery, closer specialisation, more rapid transport, 
applied to industry, which results in increased production and 
cheaper goods. Industry has been smoothly responsive to every 
demand. 

In the realms of distribution, however, the problems awaiting 
solution arc still urgent. Now what is there to distribute ? be¬ 
tween whom? on what terms? by whom? 

It is obvious that only that can be distributed which has been 
produced. Production, it has been seen, is the creation of 
utilities, and in modern economic life these utilities are ex¬ 
changed. Because they are exchanged they have to be valued, 
and it has also been seen that they are valued in money terms. 
So that it would appear logical to assume that, if we knew the 
value of the utilities created by any community, then we should 
know the amount available for distribution among that 
community. 

But in order to create these utilities—and to continue the 
process of production—allowance has to be made for deprecia¬ 
tion. Without such an allowance, the ultimate return from any 
industry will deteriorate. The Gross Product of any industry 
comprises two parts, one which is used to replace capital, and 
the other which is the Net Product. Consequently that which 
can be distributed as Income among those who have con¬ 
tributed to production is the Net Product of the industry. 

i6o 
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For example, i£ the Gross Product of any industry was 
valued at ;/^iooo, then of this £1000, a sum (let us say) of 
^100 has to be put aside for depreciation of the tools, of the 
machinery and of the plant generally, and another sum of 
(let us say) £200 with which to buy the raw materials of the 
industry, before the Net Product of the industry can be 
arrived at. In this case it is £yoo and it is this Net Product 
which can be distributed among those who contributed to its 

production. 

To take a simpler case. A boot-maker starting with leather 
valued at 5^., makes a pair of boots which are valued at ;^i. 
The utility he created therefore has a money value of 15/. 
For he would have to use ^s. with which to buy more leather 
(this is without allowing for the depreciation of his tools, 
which ultimately will have to be replaced). 

Now all those in the community who co-operate to produce, 
both owners who lend their property and workers, create 
utilities. The sum total of the Net Products of all the industries 
in the realm comprises the National Income. 

Sir Josiah Stamp defines the National Income as “the 
aggregate money expression of those goods produced and 
services performed by the inhabitants of the country in a 
year, which are in fact generally exchanged for money.” 
Dr. Marshall defines it as the “aggregate net product of, 
and the sole source of payment for all the agents of produc¬ 


tion. 

The National Income is therefore the sum of the Incomes 
owned by all the persons who inhabit the national territory. 
Whatever the figure of this National Income may be, it v/ill 
represent ricb.es or poverty according to how many people 
have to share it. 

There are, however, two great diHiculties in measuring this 
National Income. Of the goods produced bv industry, some 
are “production” goods and some “consumption” goods. .So 
that the first difficulty is, what is one to add up.^ For example, 
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the national income 


in order to produce boots, leather is needed, machinery, and 
buildings in which to manufacture. Shall we add up the 
leather (which had to be produced) and the machinery and 
the^ buildings and the boots } They are all utilities created by 
their own special industries. Yet, to do so would involve 
counting some things more than once and that would, of 
course, falsify the sum arrived at as the figure of the National 
Income. It would be far more accurate to count all com¬ 
modities produced only once, and that in their completed 
state, ready for the final consumer. It should, in other words, 
only include consumers’ goods and not producers’ goods. For 
producers goods are only valuable because they ultimately 
satisfy the want of the final consumer. 

Even this does not solve the difficulty and again complicates 
the final calculation. There are many cases in which it is 
difficult to decide whether commodities are producers’ goods 
or consumers’ goods. Iron is used to make the machine, the 
machine is used to make the boots. Here the boots are the con¬ 
sumers goods and the value of the iron and the machine is 
not to be counted as part of the National Income. But if oil 
is mined,” it can be used to lubricate the machine, in which 
case it is to be counted as producers’ goods or it might be used 
to light our houses, in which case it is consumers’ goods. A 
farmer may have a stock of oats. If he consumes it himself 
it is consumers’ goods, if he gives it to his plough-horses it is 
producers’ goods. 

The second difficulty arises from the fact that wealth 
or income is in fact unequally distributed. For example, the 
desire for Rembrandts, or for diamonds, or for first editions, 
satisfies wants and they are therefore forms of wealth. But 
their values are high because those with large incomes are pre¬ 
pared to pay highly for them. If these people’s incomes were 
lower, they would oiler a lower price for these commodities, 
but that would make little dilTerence to the actual commodities 
themselves. The same reasoning would apply to most luxury 
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commodities which appeal to those with large incomes. 
Rembrandts and first editions are already there. If they were 
valued at a lower price, neither production nor consumption 
would be ailected. So that whilst inequalities of incomes exist, 
if we added up the commodities and services at these higher 
prices, the result would differ greatly from that which would 
result from an addition of the prices of the same commodities, 

it incomes were more equal. 

For these reasons it is very difficult to give an exact and un¬ 
challengeable figure to the National Income. Nevertheless, 
with careful calculation, it does serve as an Index of the 
national wealth. If we obtain similar data for other countries 
it serves as a basis of comparison between the wealth of 
different nations, or of the same nation at different periods. 
Is, for example, England richer than India? Is England grow¬ 
ing richer or poorer? Only by such a calculation can these 

ciuestions be answered. 

For obviously the National Income is not a fixed and static 
amount. New capital, better organisation, greater skill, will 
always increase the Income of the nation. Producers have not 
to fear that their share of the National Wealth is a rigid 
quantity. The more they produce the more there is to be 
divided. Wealth is a flow, for producers consume wealth as 
well as produce it. Any additional product which is produced 
is always demanded, for the very simple reason that the pro¬ 
ducer is only producing to satisfy a want, a want, that is, for 
the additional product. So that any increase in the product 
implies in fact an increase in payment. 1 he intrusion of 
money rather conceals this aspect. But to take an example. 
If some form of specialisation had grown up among the shi[> 
wreck.cd mariners of Rr^binson Crusoe Island, then an increase 
in the production of boots would imrly an increase in the 
demand for hais, for which boots were exchanged. 

Ikcausc wealth is a flow, society is able to absorb in its 
industrial system the annual increase of population. For 
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with every mouth God sends a pair of hands”—they come 
as producers as well as consumers. 

The National Income or the National Wealth is (because 
wealth is a flow) a constantly changing figure. It is not, we 
have seen, a mere inventory of all the goods of the community. 
And indeed as goods are consumed, so are other goods pro¬ 
duced. Generally producers’ goods wear out (are consumed) 
more slowly than consumers’ goods, but ultimately all goods 
wear out, all goods are consumed. Capital, it has been seen, 
is simply that part of wealth which is used for further pro¬ 
duction. In calculating the amount of the National Income, it 
has been seen that allowance must be made for the constant 
renewal of this capital, which is essential to the productivity 
of society. 

So far, however, only material commodities have been con¬ 
sidered—the machine, food, boots, the motor-car; that is 
material wealth. Economists agree that wealth is anything 
that satisfies human wants and is not unlimited in quantity. 
But what is the use of the machine, without the knowledge to 
work it ? or of the food, if one is too ill to digest it ? or of the 
motor-car if it cannot be driven.? Skill and knowledge, then, 
satisfy wants too, they too are wealth. Without them, material 
objects may become worthless. Of what use is the dentist’s 
drill without the dentist’s skill.? 

If, then, in the effort to arrive at the amount of the National 
Income, only the cost of the dentist’s drill is given other 
problems emerge. The drill itself is worthless without the 
ability to use it; in addition it may be worn out or out of date. 
Consequently then the value of the drill will depend on the 
income that it will give—its value is derived from its income. 
Its value, then, can be obtained by capitalising its income— 
that is by calculating the sum of money which at the given 
rate of interest will give an income of the same value as the 
drill (or the machine or the motor-car). 

In a similar way the value of the skill of the dentist (or of 
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the doctor or of the engineer, or of the artisan) is determined 
by calculating what sum of money will give an income such as 
the skilled person enjoys. The present value of a house, for 
example, is not what it cost to build but the rent it yields (that 

is its income) multiplied so many times. 

From this point of view the wealth of a country can only be 
measured by calculating its income, not by totalling up the 
value of the goods (even if only consumers’ goods were 

included) which at the moment it may possess. 

Now we work to satisfy wants. Those goods and services 
which satisfy wants constitute wealth. The problem now 
arises, how far is this wealth any index to the welfare of the 
community ? In addition, how far can the figure of the 
National Income be used to compare the wealth of different 
peoples and of the same nation at different periods? 

Wealth and welfare are indeed very closely related. A person 
with greater material wealth also generally enjoys greater 
welfare. He enjoys more leisure, he can work at tasks which 
are more congenial, he can cultivate certain refinements. As 
his wealth or income increases (or decreases), then his welfare 
increases (or decreases). For a person’s true interest lies not in 
his money income nor even in what his money income will 
buy, but in the possession of goods and services, in his 
economic welfare. His income and his possessions are only a 
means to his well being. 

But related as wealth and welfare are, there are nevertheless 
three important considerations to note which do not make 
them identical. First, the growing body of social services tend 
to equalise welfare, for poor and rich can now enjoy the 
advantages of clean water, good education, street lighting, 
open spaces. Museums and picture galleries are open to all, 
and help to make welfare in no way proportionate to wealth. 

Secondly, a person with twice as many goods and services 
as another, that is with twice his income (for income is the 
power to demand those goods and services) does not enjoy 
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twice his x? elfare. This is true because of the Law of Diminish 

aig Marginal Utility; for when a person already enjoys a 

L^ertain income, every additional unit added gives him a less 

proportionate satisfaction. It is true that in the case of money 

the decline in its marginal utility is less rapid—because a larger 

number of diverse wants can be satisfied. But even here the 

limit is soon reached and all that can be done with it is to 

save it. Additional units of income then bring less than a pro- 

piortionate amount of welfare, so that again income is not pro¬ 
portionate to welfare. 

Thirdly, another factor has to be considered—how the in¬ 
come has been obtained. The amount of toil and trouble spent 
in obtaining the income, in other words the amount of Sub¬ 
jective Costs or Dissatisfactions, has to be taken into account. 
For example, the same amount of income can be obtained 
from work as from lending property. Those who have to 
work are obviously the less well off. Even among those who 
work for their incomes, some have greater leisure than others, 
some work in pleasanter surroundings, some work is more 
dangerous, some work is less exhausting. Income and welfare 
will not correspond when the incomes are obtained by such 
widely differing methods. The growing study of industrial 
psychology' and the introduction of welfare work in the better 
equipped factories indicate the effort which is being made to 
reduce these Subjective Costs of industry. In any case, with¬ 
out a knowledge of these Subjective Costs, income by itself 
will be no true index of economic welfare. 

There are a few other, if minor, factors which also have to 
be considered and which help to make income and welfare 
not quite identical. 

A person’s income will not be a true picture of his economic 
welfare, because some persons have greater responsibilities 
than others, some are healthier than others and require less to 
spend on doctors’ bills, some may even spend less wisely than 
others. The same income will therefore brinsr different satis- 
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factions to different people. Even needs may vary; according 
to one’s standard of life, one’s upbringing and ones sense of 
duty to the community as a whole (some subscribe to a 
hospital, others to a political party or to a football club). Those 
who in addition to receiving an income either from work or 
from lending their property, have for example their own house 
to live in, or receive gifts of any type in addition to their money 
income, or those who from the nature of their work receive 
additional emoluments (such as for example the warden of a 
hostel or head of a college, who receive free housing and Ught- 
ing) will all receive an income which will not be an accurate 

index of welfare. 

The National Income, it has been seen, is but an index, a 
rough index, of the economic welfare of a people. We have 

seen; 

1. How difficult it is to obtain any accurate figure of the 

National Income, 

2. How difficult it is to measure welfare by income. 

This will make the National Income a very debatable measure 
of national welfare. Is it then possible to use the estimated in¬ 
comes of various nations as a basis of comparison of the wealth 

or welfare of different peoples? 

If the distances of space and time become too great or if the 
civilizations are very diverse, then these indices are of little 
significance. Is England wealthier than India? Is the welfare 
of English folk greater than that of Indian? The very 
standards of the inhabitants make a comparison difficult. 
Climate and custom may permit an Indian to go bare-foot, 
Hindus have no animal food, most of the people are still 
illiterate. Any comparison, then, based on the values of such 
En-alish wants as beef and boots and books will be misleading. 

^ I 

Similarly, how can we measure whether England or English¬ 
men were better off in 1932 than in 1032? Most of the wealth 
of Englishmen to-d.ay consists of commodities and services of 
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which an Englishman of 1032 had no conception, and on 
which therefore he could not set a value. 

Between peoples of similar civilizations and over short 
periods, the idea of a National Income can prove very fruitful. 
It gives some measure of comparison of economic progress 
and makes possible some measure of comparison between the 
economic welfare of the Englishman, the Frenchman and the 
American. It enables the economist to analyse economic 
society. 

This raises a problem which has been touched upon already. 
What are the causes of the variation between the wealth of 
different people, or of the same people in different periods.? 
Ultimately it will of course depend on the efficiency of the 
factors of production, on the efficiency of the land, labour and 
capital, and of the organising ability and the success at risk¬ 
taking of the inhabitants. 

The more fertile the land, the richer the mineral deposits, 
the better placed for trade, the better the natural com¬ 
munications, the wealthier, on the whole, will be the in¬ 
habitants than if they dwelt in a barren and inaccessible land. 
The climate may be so hot as to be enervating, or so cold as 
to dull all effort. The gifts of nature will therefore have a 
very important influence on the wealth and the welfare of the 
people. 

The cleverer and the healthier the people, on the whole the 
wealthier will they be. A people whose age-composition, on 
the average, is in the middle years of life will be more pro¬ 
ductive than a population whose age-composition is, on the 
average, very young or very old. So too, the greater the ability 
of the industrial captains and the greater the enterprise and 
the foresight of its organisers of industry, the greater will be 
the wealth of the community. The volume of wealth will 
depend on the education of the people, on how far they will 
be able to adapt themselves to new industrial methods and 
needs. The size of the national income will also depend on 
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how dost; the population is to the Optimum Number for that 
area. If the organisation of the community permits merit to 
reap its reward, then it will be wealthier than a communitv 
in which leadership and rewards are largely hereditary m 

character. 

Also a nation of monks or fakirs, absorbed in a contempla¬ 
tive life, that is seeking spiritual wealth, will be materially 
poorer than a nation occupied in creating material wealth. 
Ultimately of course wealth is an ethical entity and ethics, and 
not economics, ought to decide what should be the ultimate 
pursuit of a people. Eiconomics and ethics are not antagonistic 
sciences, for in fact they are intertwined, but the study of 
economics takes for its sphere the pursuit of material wealth. 

The wealth of a community will depend, too, on what 
people have done in the past, and are doing in the present to 
provide for the future. If its capital equipment is up to date, 
if its machinery is adequate, if its soil is scientifically cultivated, 
then the community will be the wealthier for it. 

Lastly, the Government of the community can help in the 
l^roduction of wealth by maintaining a requisite standard of 
law and order, by protecting property, by safeguarding life; 
for the organised community can use its government de¬ 
liberately to help material prosperity. 

The Income of a Nation is, of course, divided between all 
those who have contributed to its creation, that is to say be¬ 
tween its organisers, its risk-takers, its manual and mental 
workers and its owners of land and of capital. The divisions 
are generally known as Profits to its organisers. Interests to its 
risk-takers. Wages and Salaries to its workers. Rent to its land- 
owners. 

The distributor is simply the business organiser. He c???- 
ploys land, labour and capital. He makes individual bargains 
with landowners, employees and capitalists, contracting to pay 
them for their services and calculating ahead what, after 
paying them, will be the return to himself. 
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him. Their worth to him will depend on how far they 

contribute to production. Their productivity wiU depend 

ultimately on whether the consumer wants their producr(at 
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Whereas all other payments are contractual, his 

the return to his service of enterprise and 


organisation. His profits will depend on the success of his 

organisation, on the success of his enterprise, on the success of 

nis estimation of people’s wants. 


CHAPTER XTV 


RENT: THE VALUE OF CONCRETE CAPITAL 

A LARGE proportion o£ the income of people goes to pay for 
the use of the house in which they dwell, or in the case of 
business people, for the right of occupying their offices and 
factories. In common speech, this payment is called Rent. If, 
however, this payment is analysed, it is found to contain a 
variety of payments. 

The occupier of the house has to pay a general rate to the 
local authority and a water rate to the water board; he has to 
pay the landlord so much every week, in return for which the 
landlord agrees to do the necessary repairs (this is a kind of 
Depreciation fund); the building has cost money to construct 
and the occupier may be paying the ordinary rate of interest 
on the capital sunk to build the house (or office or factory); 



was built. 

The ordinary term Rent would therefore include 

1. Rates 

2. Payment for depreciation 

3. Interest on the money sunk in the construction of the 

building 

4. Payment for the use of the Land on which the building 

has been placed. 

According to the Classical theory the only actual Rent in this 
combined payment is the payment (if it could be disentangled) 
for the use of the land. 

It was Ricardo and his followers who formulated the Theory 
of Rent and gave to it its economic importance. He was faced 
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with* the problem of why such payments as Wages, Interest 
and Rents are made. Profits he did not count as a payment, 
but merely as the difference between the cost of production 
and the selling price of the finished goods. Now, he argued 
logically, a wage was the payment made to induce people to 
work. Interest was the payment made to induce people to 
save. But why was Rent paid? What did Rent induce? It 
could not induce land, for land was already there and would 
still be there, even if the owners received nothing. 

The Ricardian School of economists held the Cost of Pro¬ 
duction Theory of Value; they held that the value of an article 
was determined by its costs of production (that is by the cost of 
the land, labour, and capital which in combination was re¬ 
quired to produce it). But they were logical and went back 
further. What, they asked, was the cost of production of 
the land, labour and capital? Upon their answer, they at¬ 
tempted to find the principle on which the distribution of 
incomes between the owners of land, labour, and capital was 
based. 

They therefore argued that Interest was the cost of pro¬ 
duction of capital—that is, that Interest was the inducement 
for people to save, that Wages was the cost of production of 
the labourer (notice how they confused labour with the 
labourer). But what was the cost of production of land? It 
was there without any cost. Then why was Rent paid? How 
is the amount of Rent determined? 

Ricardo thought that he had solved the problem when he 
analysed the term Rent as a factor of production. He noted 
that land has two peculiarities 

1. It is limited in quantity 

2. It possesses natural variations in quality, 

and he came to the conclusion that Rent “is the payment for 
the original and indestructible qualities of the soil,” a definition 
which was later widened by Dr. Marshall to “the income 
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derived from the ownership of land and other free gifts of 
nature.” 

Ricardo came to this conclusion by observing certain data. 
Imagine again our Robinson Crusoe Island. The first Crusoe 
lands and very naturally he occupies and cultivates the most 
fertile piece of land. As more shipwrecked mariners land, then 
very naturally too, each occupies and cultivates a less fertile 
stretch than his predecessor. The result is that although each 
may work with the same skill and the same outlay of capital, 
the first Crusoe, simply because he has the most fertile land, 
will reap the greatest return. The output from each plot will 
diminish in proportion as the fertility of each plot diminishes, 
until a point is reached when the person who owned the most 
infertile plot finds it not worth while cultivating his plot at 
all. The land that is just worth cultivating Ricardo called the 
“Land on the Margin of Cultivation.” 

As the population and the demand for food on the island 
grow, then two results follow: 

1. Those who occupy the more fertile land will, of course, sell 
their products at the same price as the person who owns the 
land on the Margin of Cultivation. They will therefore receive 
far larger returns. The person on the Marginal land will set 
the price, for if the price were lower he could not cultivate 
his plot. 

2. As population and the demand for food continue to grow, 
more infertile land will be pressed into cultivation and the 
greater, therefore, will be the return to those whose lands are 
more fertile. The payments made for this original and in¬ 
destructible nature of the soil is Rent. 
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Imagine these six plots of land on the island, of which plot 
A is the most fertile, descending in fertility to plot F. At the 
price ruling for food, the owner of plot F finds that it just 
pays him to cultivate his land. Because plot E is more fertile 
the owner, with the same expenditure of effort and capital, 
will secure a larger output, which, at the price ruling, will 
give him a higher return. That is his Rent. The owners of 
plots D, C, B, A, simply because their plots are of greater 
fertility still, will produce still larger crops and they will there¬ 
fore secure even greater returns. All the returns above that 

received by the owners of the land on the Margin of Cultiva¬ 
tion are Economic Rents. 

As population grows and the demand for food increases, so 
do Rents rise. And this Rent, be it noted, is not due to any 
efforts on the part of the owners of the plots, but simply to the 
fact that their land is naturally superior to the land which just 
repays cultivation. 

In actual society, this crude example of the Ricardian theory 
of rent is complicated by other factors. Land may be very 
fertile and yet far removed from any great centre of popula¬ 
tion. So that it may actually happen that fertile land which 
is distant from a market will be left uncultivated (for the 
expense of transport will more than counteract the advantage 
of natural fertility) while land not so fertile, but nearer the 
market, will be highly cultivated. Here too, however, the land, 
so accessible and well situated, has the advantage over land 
not so well situated. It enjoys a natural advantage, similar to 
the natural advantage of greater fertility. Consequently there 
is a Rent element in payments for the product of such lands. 
In one case there is a payment for Fertility, in the other, for 
Accessibility or Situation. The owners in one case enjoy and 
receive a Rent of Fertility, in the other a Rent of Accessibility, 
or of Situation. It is of course the gro^vth of transport—the 
tramp steamer, the opening of the Suez Canal and so on, 
which has brought to the English market the products of the 
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fertile lands of North America and of India. In thickly 
populated areas the advantage of situation may even be more 
important than the advantage of natural fertility. 

Again land is not only a source of food. Houses and build¬ 
ings and shops are erected on land. Now a shop built on, say, 
a Bond Street site in London, will give a far greater return than 
a s im ilar shop, say, on the downs of Sussex. There will be a 
similar gradation of sites downward from the Bond Street site, 
to the City shop, to the shop in Greater London, on to the shop 
in the suburb, to the shop in the small country town, to the 
shop in the village, on to the shop (if ever built) on the Downs. 
In every case, more business is done on the better site. The 
same article will sell for more in the West End than in the 
suburban shop. The same hat will cost more in Bond Street 
than in the village shop. In such cases, the owners of the 
better placed shops receive advantages due to position. They 
too receive a rent—the Rent of Situation. Like fertile land, the 
best (or fertile) sites are limited in quantity or they have the 
advantage of peculiar accessibility. The owners of these shops 
—or of such offices or of well-placed factories—receive rewards 
which are the outcome of differences which are not due to the 
efforts of owner or user. They receive Economic Rent. 

There is still a further case needing consideration. If a 
virgin plot of land has labour and capital applied to it, it will 
yield a high return. Now the same amount of labour and 
capital applied to the same plot will in succeeding years give 
a decreasing yield, after diminishing returns begin to operate. 
For equal successive amounts of capital and labour applied to 
the same land will, after a certain point has been reached, begin 
to yield less than proportionate returns, or what is the same, 
equal yields will only be obtained from the same land at in¬ 
creasing costs. Consequently just as there is an Extensive 
Margin of Cultivation when cultivation can be spread over 
a wide area so there is an Intensive Margin of Cultivation 
when cultivation is confined to the same area. The Market 
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Price just pays for the costs of raising the last yield. The 
previous yields, simply because the land was not so near to 
exhaustion, will therefore have been greater. The difference 
will be a Rent, for the owner will secure a return which is due 
to differences over which he had no control. 

The same principle of a rent from the intensive cultivation 
of land can be applied to land used for building purposes. 
Skyscrapers can be raised only at increasing costs and risks, 
and there is obviously a limit to their height. 

So that whether land is used for growing food or for build- 
ing purposes the same two processes go on: (i) Increasing the 
area under cultivation or the area for building purposes; 
(2) increasing the expenditure of capital and labour on the 
same area, whether the area be used for food-growing or for 
building purposes. In both cases it enables the owners who 
have the advantage of site, or of fertility, or of accessibility, or 
even of priority to take the difference in Rent. And as popula¬ 
tion grows and the Margin of Cultivation recedes to inferior 
lands and to inferior sites, so Rents rise. 

Consequently, Ricardo reasoned, Land has no Cost of Pro¬ 
duction and Rent, therefore, does not enter into the cost of 
production. Unlike interest and wages, Rent does not deter¬ 
mine Price but Price determines Rent. As Ricardo put it: 
“The price of corn is not high because Rent is paid, but Rent 
is high because the price of corn is high, and it has been justly 
observed that no reduction would take place in the price of 
corn although landlords should forgo the whole of their rent.” 
His reasoning is simple and logical. In our diagram land F 
is on the margin of cultivation. The produce of this land is 
needed, and so people are prepared to pay a price for the pro¬ 
duct, which covers the cost of capital and labour expended. 
Now land D with the same application of capital and labour 
will yield a larger return, simply because the land is naturally 
more fertile. The price of the product per unit will be the same 
for the owner of land F as for the owner of the land D. 
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Therefore the rent of the owner of the land D is high, because 
the price of his product is high. The rent of the owners of the 
lands C, B, A, will be higher still, for the fertility of these 
lands is higher. 

The same reasoning would of course be true, if “accessibility 
of land” were considered instead of fertility. The most 
accessible land has the greatest natural advantages, these 
advantages decreasing until the land on the “margin of 
accessibility” is reached. All land above the Margin of Cultiva¬ 
tion or of Accessibility will enjoy a rent, all lands below the 
Margin of Cultivation or of Accessibility will not be cultivated. 

This conclusion is equally true when applied to Urban Sites, 
Our shopkeeper in Bond Street does not charge high prices 
because his rent is high. His economic rent is high because he 
can charge high prices. If he ceased paying his high rents, he 
would still charge high prices. Even if it were contended that 
he would not charge higher prices than elsewhere if his rent 
was abolished, his advantage in situation would enable him to 
sell more and so secure greater returns. 

In all cases, then, rent is the outcome of differences which 
are not due to the owner and is therefore independent of any 
payment to the owner. As Ricardo again puts it: “Rent is the 
difference between the produce obtained by the employment 
of two equal quantities of capital and labour.” Consequently 
while interest and wages influence the price of the product, 
rent has no such influence. Rent in other words is “price- 
determined, not price-determining.” It depends mainly on 
demand, for it is the return to land, which is a factor of in¬ 
elastic supply. 

If this theory of rent is applied to actual conditions, it is con¬ 
firmed as well as apparently contradicted. For example, during 
the War, foreign supplies of food were difficult to obtain. Con¬ 
sequently home farming was encouraged and the increased 
demand for English produce caused prices to rise, and farmers 
to cultivate more intensively, even to extend to inferior lands. 
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As the land on the margin o£ cultivation receded so did rents 
rise and the landowning interests benefited. With the coming 
of peace and the entry of foreign corn supplies, land has again 
gone out of cultivation. And as the Margin rose, so rents fell. 
The Economic consequences of these changes have been soft¬ 
ened, by Government control of rent, in Rent Restriction Acts; 
as well as by the long term contracts into which farmers enter. 
But the Ricardian Theory of Rent is nevertheless quite evident. 

The contradiction appears in the statement that rent does 
not enter into the cost of production, whereas every farmer 
and every business man knows that his rent is as much an item 
in liis cost of production as his wages bill or the interest on his 
borrowed capital. However, while it is true to say that to any 
individual farmer or business man, because he has to pay for 
the use of his land, rent does enter into his cost of production, 
the same is not true of society as a whole. 

Society as a whole is mainly concerned with the minimum 
price it has to pay for its food or its goods; and that price 
depends on the cost of production on land on the margin of 
cultivation, or on the factory on the margin of production, or 
on the shop on the margin of situation. If the price were to 
fall below this minimum price then this portion of product 
would not he produced. But society needs it, for without it 
its effective wants will not be satisfied. Therefore all land, or 
factories, or buildings which have advantages of fertility or of 
situation will receive a higher return, at the price ruling. Since 
the price is fixed on the margin, their superiority will enable 
them to grow or sell or make more. From the point of view 
of society then, if rents were not: paid, the total amount of pro¬ 
duce would not be diminished, for the market price is sufficient 
to induce production on the marginal lands, ^and on the 
marginally situated factories and shops. The payments which 
the owners of the better lands or of the better situated lands 
or buildings receive depend on the price of the product— 
neither the price nor the output would be different if the 
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owners did not receive this Rent. 

The Ricardian Theory of Rent has also been attacked from 
other angles. It is contended that in England there is no “no 
rent land,” no land on the margin of cultivation, for some rent 
is paid even for the worst lands. This is not a powerful 
criticism of the Ricardian Theory of Rent. For first, the pay¬ 
ment for land, which in fact may be on the margin of cultiva¬ 
tion, may be only payments for the capital sunk in the land 
over a long period of years. It would be the interest on the 
money spent on ditching and dyking, on manuring and im¬ 
proving. Payments for land in the Fen Area, for example, 
might consist wholly of the interest on capital so sunk. 
Secondly, even if there were no “no rent land” in England, 
that would not invalidate the theory. For the British public 
is served by the world and British farmers compete with 
foreign farmers. Consequently the marginal lands for England 
might be in Manitoba, or in Russia, for English lands would 
enjoy the advantages of accessibility and situation, and the pay¬ 
ments made would therefore be a rent of accessibility. Thirdly, 
because land in England has been cultivated for so long a time, 
the margin of cultivation would also be an Intensive one with¬ 
in, as well as an Extensive one without. Fourthly, no farmer 
has the same quality of land throughout his farm. His lands 
are mixed, fertile and infertile, arable and pastoral. Of course 
he will use each portion of his land for that purpose which will 
give him the best return. But he cannot pay rent for his fertile 
land and pay no rent for land that he may consider not worth 
while cultivating'. He pays an inclusive rent for the whole 


farm—for the good and bad land combined. His payment 
therefore conceals the fact that no economic rent is paid for 


part of his land—for that portion which is below the margin 
of cultivation. His payment, at so much an acre, averages out 
the payment for land which is above, as well as for the land 


which is below, the margin of cultivation. Fifthly, if the 
supply of land is inelastic, the use to which land can be put 
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is very varied. It can be used to grow wheat or barley or oats, 
to build upon or to graze cattle on, as a game preserve or as 
an ornamental park, for playing cricket or for shooting grouse. 
There may, therefore, be several Margins. Land which is of 
no use as corn land or for building sites may be highly valued 
as a game preserve. Land which is of high fertility as corn 
land may be valued even more highly (by a person who wishes 
so to use it) as “private grounds.” Very obviously, then, the ex¬ 
change value of land may not be the best index of its worth to 
society—“the pheasant margin may be higher than the peasant 
margin,” that is, more can be obtained from the same piece of 
land used for shooting pheasants than if used for corn growing 
or for cattle rearing. But land below the margin (if the 
purpose is stated) does exist. 

Ricardo’s Theory of Rent is therefore a penetrating analysis 
of the return which goes to one Factor of Inelastic Supply. He 
applied it to land alone. But the same logic can be applied to 
all the factors of production and it affords a useful help to the 
solution of the problem of distribution as a whole. 

Already the term Land has been expanded to include “the 
gifts of nature”, the climate above, the minerals beneath. There 
will then, very obviously, be a Rent element in all payments 
for these gifts of nature. For like land itself their character¬ 
istics are: 

1. Their relative scarcity. 

2. The variations in their quality. 

3. The relative inelasticity of their supply—that is, that an 
increased price will not call forth a proportionate increase in 
the supply of the product. Lancashire enjoys a payment for her 
climate, the Champagne areas of France for their soil. Tlie 
payments are in the nature of rent. 

But the value of a Rubens, just like the value of the cham¬ 
pagne, depends on its scarcity. Just as a greater payment 
cannot proportionally increase the supply of land, so a greater 
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payment cannot increase the supply of Rubenses. The in¬ 
elasticity of supply of Bond Street shops may be of a more 
permanent character than the comparatively temporary in¬ 
elasticity of supply of mourning goods during a mourning 
season, but in both cases there arise payments which are due 
to natural or social causes beyond the control of the owner. 
The payments are in the nature of economic rents. 

Modern economists therefore, using Ricardo’s reasoning, 
seek a rent element in Profits, in Interest, in Wages—where- 
ever indeed there can be found different levels of productivity 
which are the result of natural and social causes beyond the 
control of the individual. 

Now Capital can be found to have different levels of pro¬ 
ductivity, just as land has. For example the Fixed Plant of a 
firm gives a return which is Rent, for the income it gives 
depends on the price of its product, exactly as the income from 
land depends on the price of its product. The cost of the fixed 
plant will not decide the price. If the price of its product is 
high, then the machine or fixed plant will give the owner a 
large profit. If the price of the product falls, the machine will 
not be scrapped. Its value, indeed, will fall with the price of 
its product, but it will be kept until the price of the product 
will just pay the expenses of wear and tear. When it reaches 
the point that only bare expenses are just met, it is parallel to 
“Capital on the Margin of Cultivation” or “no interest capital.” 
The value of fixed plant then, like the value of land, depends 
on the value of the product. 

Let us imagine the case of a machine which cost ;{^ioo—and 

which has been installed to manufacture wireless apparatus. 

If the demand for the wireless apparatus increases and the 

price consequently rises, then the value of the machine will 
increase. 

The fact that the machine has cost £100 will not determine 
the price of the apparatus (its product). The value of the 
apparatus will determine the value of the machine. The value 
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of the machine is derived from the value of its product. 

If the demand for the apparatus were to decline, the machine 
would still continue to make such apparatus till it just paid 
the owner to continue. The machine would then be on the 


Margin of Use. If the demand declined still further, until it 
no longer paid to produce, the machine would be scrapped. 
The machine would then have fallen below the Margin of Use. 

Similarly, capital sunk in land, in ditching and dyking, 
manuring and fencing, shares with land itself the fact that 
its value depends on the price of the product. If corn is dear 
then the value of these permanent improvements in land in¬ 
creases, just like the land itself. When agricultural products 
fall in value, then the value of the capital sunk in the land 
falls too. 

Again, if a new station develops a growing suburb and the 
land in that suburb as a consequence rises in value, then so 
docs the house property built on that land. If the area decays, 
then the value of the house property falls too. 

War, it has been seen, generally increases land values. But 
war also creates an urgent demand for shipping, for steel. As 
the price of transport and of steel increases, then the profits 
of shipowners and of iron founders increase. In the long run 
of course more ships and more furnaces will be built, but 
during this temporary inelasticity of supply” there will be 
real “scarcity value” of ships and of furnaces compared, for 
example, with the value of boots or furniture. Until supply 
has accommodated itself to the new demand, the extra value 


will persist. And the extra value, be it again noted, is 
dependent entirely on the price of the product. It rises and 
falls with it just like land values. To these payments for 
factors of inelastic supply of a temporary nature, the name 
Quasi-Rents is given. Quasi-Rent then is the payment for 
the use of those agents of production the supply of which, 
although alterable or elastic in the long run, is fixed for a 
short period. If Rent is the yield from “the original and in- 
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destructible qualities of the soil,” then Quasi-Rent is the yield 
from instruments of human production. 

Lastly, it has been seen that Rent is the payment for scarcity. 
It is the payment which is due to the limitation in quantity 
of an agent of production. Now this scarcity may be due to 
natural or social causes, as for example the natural scarcity of 
fertile land or the social scarcity of Bond Street sites. But this 
scarcity or limitation in quantity may also be artificially created 
by a monopolist. So that scarcity or monopoly values, whether 
natural or artificial, contain rent elements. 

A large part of payments then which pass under the name of 
profits contain elements of economic rent. 

In interest, too, rent elements can be traced. Rent, it has 
been seen, is the payment for a factor of inelastic supply. Now 
over industry as a whole, a change in the rate of interest (as 
distinct from a change in the rate of interest offered by a 
particular industry) will not seriously affect the supply of 
capital. In a society where inequalities of wealth exist the 
large savers are the wealthy. Business folk too will save, but 
they will re-invest their savings in their own industry. The 
wealthy, then, will save irrespective of the rate or interest 
offered. Those who save to provide against the accidents of 
life or against old age might even make special sacrifice and 
save more if the rate of interest dropped. On the whole then, 
the Rate of Interest, regarded as a payment for the use of 
capital, does not greatly influence the supply of capital as a 
whole. Just as rent does little to influence the supply of land, 
so interest does little to influence the supply of capital. Like 
land, invested capital then has different levels of productivity 
which are independent of payment. Like land, the quantity of 
capital is independent of the payment made. Like land, the 
value of invested capital depends on ihe value of its product. 

Lastly, a rent element is to be found even in wages. Just 
as there are different levels of productivity in land so there 



RENT 


184 

are different levels of productivity in labour. Just as the 
fertility of land is unaffected by any payment, so in many 
cases is the native genius of man unaffected by payment. 
Many a genius has lived in poverty, his gifts have been in no 
way dependent on any payment. It is as much due to native 
endowment as is the fertility of the soil. His natural gifts 
whether of voice, of brain, of touch (as singer, scholar, 
musician) give him a return which is a rent—a Rent of 
Ability. For his genius would still be there if no payment 
were made and payment indeed cannot improve it or evoke 
it—just as the fertility of land would still be there even if no 
payment were made. If wage payments evoked productivity 
then people receiving similar standard rates of pay, such as 
civil servants and teachers, should do correspondingly similar 
work. But some are more gifted than others and will do 
better or more work. To these, the wage payments are not 
the only incentives. 

There is, then, a similar variation in the productivity of 
workers as there is in land. Just as in land there is an ascend¬ 
ing scale of productivity from the land below the margin of 
cultivation to land of extreme fertility, so there is in labour. 
Even the most casual labourer has to be paid a subsistence 
wage. If labourers were paid below this subsistence level 
scarcely any labour would be evoked. These can be regarded 
as being on the Margin of Production. As the ascent is made, 
higher wages may be due to special training, as in certain 
trades and in professions. Here the higher payment may be 
regarded as akin to the capital sunk in permanent improve¬ 
ments on the land. Another class of wage-earners would re¬ 
ceive incomes which are higher than the subsistence wage level 
owing to some artificial or social restriction, such as obtains 
among those who have special educational opportunities or 

the social advantage of birth or distinction. 

Why, for example, is the wage of a lawyer so much higher 
than that of a labourer He may have capital sunk in his 
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longer training, but even if the interest on the capital sunk 
has been allowed for, there is still a wide disparity. For 
example, if it took five years to train for the legal profession 
and it needed an outlay of say ^2000, then at five per cent, 
he should receive ^2 per week more than the untrained 
labourer. His income, however, shows a far greater inequality. 
The labourer may have the same capacity as the lawyer but 
the latter has the advantage of the opportunity of becoming 
a lawyer. His return therefore contains a rent element—the 
Rent of Opportunity. Lastly, there is the genius who enjoys 
a Rent of Ability. Like land, his value will depend on the 
value of his product. Like land, no increase in payment will 
make his genius (or fertility when appHed to land) the 
greater. 

This theory of wages is not incompatible with the more 
orthodox Marginal Productivity Theory of Wages. It does 
however draw attention to two salient facts of our economic 
society. First, that a great amount of work is done from no 
motives of payment at all; that is, that human beings do not 
act entiiely from economic motives. Secondly, it draws atten¬ 
tion to the inequality of opportunity, which is one of the chief 
causes of the inequalities of income. 

This analysis of Rent leads to certain practical proposals. 
Some payments induce production. Some payments do not, 
for production would go on without any payment. 

The payment of rent, it has been seen, does not affect the 
supply of land, but, although in a less degree, neither does 
the payment of interest affect the supply of capital, nor the 
payments of wages affect the supply of labour. Consequently 
economic rent could be withdrawn from those receiving it 
without affecting production and the flow of wealth. 

Now the first aim of any system of sound taxation is to 
raise the necessary revenue without checking the production 
ot wealth. Such would be the case if taxation could be con¬ 
centrated on the rent element in all incomes. 
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WAGES—THE VALUE OF WORK 

V 

Wages are the inducement offered by society to people to 
work. They are therefore payments for work done. The in¬ 
come obtained from labour is called by other names besides 
wages. It is also known as Fees or Salary. What differences 
are there? 

1. A Fee is generally the payment for a direct personal 
service. A doctor, a solicitor, a private tutor, charge a Fee 
for the services they perform. 

2. A Salary is the payment for services which are not of 
such a personal nature. The salary may be paid monthly, or 
quarterly or even yearly. Generally those who receive a salary 
do not work so directly under orders as do those who receive 
wages. Salaries are always “time payments.” Fees are 
generally “piece payments.” 

3. Wage is the income from work. It is generally applied 
to the return from manual labour. The amount of the wage 
is agreed upon beforehand, just as the amount of work to be 
performed is understood. A wage, then, is a contract pay¬ 
ment to do so much work for so much pay. Generally, too, 
the work is done under orders and supervision, and the pay¬ 
ment made after the work has been done. 

Wages are paid in money. (Payment in kind, known as 
truck, has been forbidden by law.) The Wage Rates by them¬ 
selves, however, important as they are, do not give a true index 
of the economic position of the worker. For the Wage Rates 
only tell us his Money Income and not his Real Income. His 
“Money Rate,” that is his Nominal Income, may be high, but 
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if the level of prices is high too, then his Real Income may in 
fact be low. For the Real Income consists of the goods and 
services that the Money Income will buy. As changes in the 
price level do occur, great changes in the economic position of 
the working class may take place, of which the changes in 
money wages give no real indication. In the same way, before 
comparing wages of one country with those of another, allow¬ 
ances must be made for differences in the Cost of Living (or 
in the Price Level). 

In addition, the mere Money Wage would not express how 
well off wage-earners were—even if allowance were made for 
the Cost of Living,—for other factors have to be considered. 
Some work is regular and some irregular. Some trades are 
seasonal, some trades go on all the year round. Some industries 
suffer more than others from cyclical fluctuations. The Real 
Wage in such cases is not the wage which is received when 
trade is regular or at “boom” or high pressure periods, nor the 
wage which is received in slump or slack periods, but rather 
the average weekly earnings over the whole period or cycle, 
or better still, the average wage which is received over a work¬ 
ing life. For wages earned under high industrial pressure—a 
pressure which ages workfolk rapidly, may be nominally high, 
but actually they are low if the amount is calculated as an 
average over the possible working life of the wage-earner. 

Again differences arise between the Real and Nominal 
Wage because some trades are more dangerous than others; 
in some trades conditions are such as to cause long periods of 
illness. Normally, wages should be higher in such industries 
and when they are, they can be regarded as payments for the 
great risks incurred. The money wage by itself will not give 
a true picture of the economic status of the worker. 

Some work, too, may offer a man greater hope and a possi¬ 
bility of promotion. The initial wage may be small, but the 
ultimate prize is worth the struggle. In contrast to the work 
of the kind in which at 21 a man can earn the highest wao-e 
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possible, to the blind-alley callings which offer boys and girls 
a high wage for a short period only (dismissed as new 
juvenile labour can displace them—and which unfit them for 
regular work later on), Real Wages may be highest where 
the actual Money Wage is small, but where the prospects are 
brighter and where the sense of manhood can be retained. 

In order to obtain the Real Wages received, there should 
be added, to some Money Wages, other payments which the 
work entails, a cottage in the case of the agricultural labourer, 
cheap coal to the miner, pensions to the teacher and the civil 

be regarded as deferred 
payments), uniforms to the policeman and the postman. 

The Real Wages are obviously higher in those crafts which 
offer their workers a shorter working day, or longer holidays 
or both, or in which it may be possible to supplement one’s 
income by some other work in one’s spare time, or where 
the actual conditions of labour are pleasant. (Of two clerks 
earning the same nominal wage, the Real wage is higher in 
the case of one whose work is in a well-aired room than in 
that of the other whose work is almost in a cellar.) 

Some work too offers its employees greater independence 
than others or a higher social standing (e.g., the work of a 
clergyman or schoolmaster) and these are part of the Real 
Payments. 

In all cases then, it is necessary to distinguish the Real from 
the Nominal Wage of workmen; for the Real Income alone 
gives the true index to the economic status of the receivers. 
Dr. Marshall puts it “The attractiveness of a trade depends 
not on its money earnings but on its rlet advantages.” 

Just as the worker has to distinguish between his Real and 
his Nominal Wage in order to arrive at his true economic 
status, so the employer distinguishes between his Real and 
Nominal Labour Cost in calculating his estimated costs. 

The Nominal Labour Cost is the actual amount of money 
paid out. The Real Labour Costs is the actual work which 


servant (although these pensions may 
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the employer receives for the money paid out. For example, 
if an employer paid a man ^7. a week and at that wage the 
man produced only mediocre work, it might be more profit¬ 
able to the employer to pay a week and secure both better 
workmanship and greater output. For up to a point, greater 
wages conduce to greater efficiency, and cheap wages may be 
ultimately dear wages. To make this case clearer. If a manu¬ 
facturer employed 100 men ax. £^1 z week and at that wage, 
they produced 200 units of goods; and he found that by paying 
his men £ 2 >^ week, they produced 400 units; he would gain 
by paying a higher wage. Wages may be high, yet labour 
costs low, just as wages may be low and labour costs high. 
For at a low wage the output will be poor and the labour 
costs to the employer high. 

It is in this sense that high wages need not mean high prices 
for the goods produced. For high wages may actually result 
in low labour costs. If on a wage bill of £100, workers pro¬ 
duce 200 units of goods, and at a wage bill of £2po they 
produce 400 units of goods, then the larger wage bill actually 
produces larger profits and cheajr^r goods. Wages are high 
but Labour Costs low. 

Of course, workers work in combination with machines and 
their efficiency will depend not only on their own skill, and 
on their wage rates, but on the efficiency of the machines with 
which they work and on the efficiency of the organisation of 
the firm for which they work. 

There is a further factor to be noted with regard to wages. 
Business men buy labour, just as they buy their machines, 
their plant, and their tools—for its productivity. (Note, how¬ 
ever, they buy labour, not the labourer.) There is in other 
words a joint demand for labour and machinery (and land). 
On the whole, therefore, if the expenditure on machinery is 
large as compared with the expenditure on labour (as for 
example in the Hour-milling industry), an increase in the 
wage bill will not cause such a large increase in the total costs 
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of production as where the proportion of labour to machinery 
is large (as for example in the mining industry). Conse¬ 
quently, where the overhead charges are high, an increase in 
wages will not be so difficult to secure as where the overhead 
charges arc low. 

The same relation of the Wage Bill to Overhead Costs ex¬ 
plains why it is contended that it may pay business men to 
employ their men in shifts of shorter duration without any 
reduction in wages. The wage earner might gain in greater 
leisure, the owner would gain by a fuller use of his machinery 
(before it became out of date) and a reduction of overhead 
charges (heating, lighting, rent, interest) per unit of output. 

Wages are generally paid so much per week. But the 
method of payments will vary generally between Time Rates 
and Piece Rates, with modifications to suit any particular 
craft. Whichever method is employed, it is reasonable to sup¬ 


pose that the employer will try to secure the maximum output. 

Generally, Time Rates will be adopted—that is so much per 
hour or day—when the work is varied and not easily standard¬ 
ised, so that it is difficult to find a basis on which the workers’ 


output can be measured. It is also adopted where the nature 
of the work entails periods of idleness, owing for example to 
weather conditions (such as the work of agricultural labourers 
and painters). And again it will be used where the machinery 
is so delicate and cosdy and where the work itself necessitates 
such care that if piece rates were paid it would lead to hurried 

and faulty work and injury to the machinery. 

Most professional workers, who, we have seen, are paid a 
salary—civil servants, teachers, accountants, are paid Time 
Rates, because of the difficulty of measuring their work if they 


were paid according to output. 

This method of payment has, however, been criticised on 

the ground that as good and bad workers receive the same 

rates, it offers no incentive to either to improve, that it may 

become difficult to secure promotion by merit, and that it 
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may actually lead to negligence and carelessness on the part 
of workfolk with consequent loss in efficiency to the worker 
and loss to the industry and of course to the owner. 

To prevent such inefficiency and negligence creeping in, 
managers and foremen are appointed to see that time is not 
wasted, that the work is not neglected and wherever possible 
the output is tested. 

The critics of Time Rates prefer Piece Rates—that is pay¬ 
ment according to output. There is then no need to have paid 
overseers^ each man will produce all he can under the spur 
of higher wages. It is argued that only by such a method can 
the superior worker be distinguished from the average and 
from the mediocre. In addition, as each man secures a wage 
according to his output there is a feeling of fairness in the 
factory. And the industry gains, for as each man, under the 
incentive of high wages, works as hard and as rapidly as he 
can, the output of the whole factory or industry is increased. 

This, in its turn, has been criticised. It has been pointed out 
that men “over-work” in the effort to secure higher wages and 
that such effort ages men too rapidly and unfits them for 
work in middle age. In the factory too, such a method of pay¬ 
ment fosters rivalry and ill feeling and leads to unhappy con¬ 
ditions of employment. Even the worker’s wage will vary, 
for it will depend on fitness and consistent good hisalth and 
a variable wage will lead to an unstable family budget. Lastly, 
some industries do not lend themselves to Piece-Rates, for the 
product would suffer if work were hurried in order to secure 
larger output and a higher wage. 

Within recent times other forms of payment have been 
experimented with. In order to improve the relationship be¬ 
tween master and man as well as to add a sense of justice to 
the workers’ payment, it has been arranged that wages should 
depend on a Sliding Scale based on the output of the works 
or the price of the commodity. Wages, it is contended, will 
then bear some relation to profits and the sense of injustice 
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of the labourer will cease. For if the price of the goods is 
high and profits are high then wages will be high. If the 
price falls and profits decline then wages will fall in sympathy. 

It is however pointed out that under such a scheme, wage 
earners may suffer through no consequences of their own. If 
the Management is faulty, work as hard as they may, the out¬ 
put will be poor. If the Marketing is inefficient, then although 
the effort of the workers will not vary, the price will be low 
and the wage poor. 

Another form of wage experiment is the Premium Bonus 
System. There are a variety of such systems, but in principle 
they are all much the same. A certain output, within a certain 
time, is agreed upon. That is taken as the Standard Output. 
If anybody produces above that standard output a special 
premium bonus is given. The bonus may be given to an 
individual or, when groups work together, to the group, to 
be shared out among themselves. For example, if in a box 
factory it is found that a man working at his fastest can make 
six boxes an hour, then the standard output may be taken as 
four to the hour—for a man cannot work at full speed all the 
time. Now if a person’s output in the hour is six boxes he 
will be paid for an hour and a quarter, although he has 
actually worked only one hour. Apparently the man has all 
to gain, especially if the scheme is voluntary. But he has to 
think of the effect on his health, of the constant strain to main¬ 


tain such an output, as well as of the possibility tliat his higher 
output may in time be accepted by the employer as the normal 
output for all. In addition such a scheme divides the old from 
the young, the strong from the feeble, the quick from '.he 
slow, and the comradeship of the factory is broken up. 

Increasingly important as a method of wage payment in 
industry is the application of Scientific Management to wage- 
rates. Here by a minute and scientific application of motion 
study, every unnecessary movement on the part of the worker 
is eliminated. As far as is humanly possible, he is so adjusted 
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to the machine that not a touch is wasted. He works at a 
standard rate to secure his wage. All he does above the 

standard receives special payments. 

Workfolk complain that they may indeed earn more, but 
that their monetary gain is offset by the injury to their person¬ 
ality in being reduced almost to an automaton, as well as by 
the increased monotony of their toil. 

Lastly by a system of Profit Sharing and Copartnership 
wage earners may share—in addition to their wage—in the 
fortunes of the industry. Their loyalty is secured by receiving 
shares in the business or they may even have representatives 
sitting on the Board of Directors. Many have looked to such 
schemes of industrial copartnership, of union of capital and 
labour, as a solution to many of our industrial evils. On the 
whole however these schemes have not met with the success 
their founders had hoped. They are frowned upon by certain 
Trade Unions who fear that working-class loyalty may be 
impaired and are distrusted by the men who see themselves 
tied to a particular firm or industry by their co-operating 
shares. Many also declare that the additional payments (in 
the form of shares) are after all but deferred payments—that 
is payments they should have been receiving as wages but 
now paid to them in some other form. One of the two most 
recent experiments in wage payments is the entry of the 
State into the industrial arena and the fixing by law of 
minimum rates in certain industries. Thus by the Trades 
Boards Acts of 1909 and 1911 machinery was set up in certain 
“sweated industries” of an equal number of representatives 
from the workers and employers who, together with state 
nominees, fix the minimum wage for the industry. The 
awards of the Trades Boards are legally enforceable. 

Behind the State’s action there was the assumption that as 
ihe workers in these industries were powerless to help them¬ 
selves, the State was bound to intervene and help them. On 
the other hand, it was contended that the industry was such 
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that it could not afford to pay higher wages, and masters dis¬ 
missed those workers who they felt were not worth the 
minimum rates fixed by the Board. The State intrusion into 
industry is a development to be noted in the twentieth 
century. 

The other experiment is the increasing application of the 
researches of industrial psychology to factory conditions. 
Chairs are made more comfortable, for this conduces to larger 
output with less fatigue, the rhythm of work is studied to 
secure greater ease in the doing of the task. Welfare work 
is being introduced. It is recognised that contented men do 
better work and increase the turnover. In so far as such 
improvements reduce the Subjective Costs of the worker, there 
is an increase in the Real Wages. 

Now it is very obvious that there are large inequalities in 
the wages received; that is that the value of the work per¬ 
formed varies. This inequality of payment has little relation 
to the difficulty or the disagreeableness of the work. For 
pleasant occupations are generally well paid; bad conditions 
and low wages go together. The agricultural worker is gener¬ 
ally a skilled craftsman compared with the specialised labourer 
in a mass production factory; the sailor in the Mercantile 
Marine, the fisherman, put up with danger and are masters 
of weather lore, but they are worse paid than unskilled factory 
hands. What are the causes of this inequality of payment? 
Adam Smith enumerated five causes to account for inequality 
in wages. These were 

1. The agrecableness or disagreeableness of the occupation 

2. The ease with which the employment can be learnt 

3 - 

4. The trust to be imposed 

5. The possibility of success. 

But it has been seen that such causes bear no direct relation 
to the wages paid. For apparently the more agreeable the 


The regularity of the employment 
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occupation the higher the return. Why then are there such 
difierent wage rates? 

I 

1. First, there is the influence of custom and tradition. 
Trades which have received large wage payments continue 
to do so from sheer inertia to question such payments. 
Among salaried men, lawyers and doctors have such a 
tradition. Among wage-earners, compositors enjoy such a 
custom. Clerks have only recently had their tradition ques¬ 
tioned by the spread of elementary education. Once the 
tradition of large payments has been established, it is easier 
for the children of the recipients to receive an expensive 
training in a well paid profession the cost of which limits 
entrants, and so high wages are maintained. 

Just as there is a Trade Standard so there is a Grade 
Standard within the trade. The skilled expect to receive more 
than the unskilled, the overseer more than the ordinary 
worker. 

2. Secondly, the condition of supply and demand of labour 
will affect the wage rates. The supply of labour in a 
particular industry is limited by the cost of training, 
by the time taken in training and by ability. So that an 
increased demand for a particular kind of labour—which 
will be expressed of course by an offer of higher wages— 
will not always be followed easily by an increase in its 
supply. 

3. Thirdly, wage rates will vary with the relative bargain¬ 
ing capacity of employer and employee. For competition 
between the two is never free. A powerful association of 
employees might secure a rise in wages which otherwise 
might have been long delayed. A powerful employers’ 
association may keep wages low when a rise may be due. 

4. Lastly, even when different trades and different areas 
are offering higher wage rates, the immobility of labour is 
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such that those in the poorer areas and crafts are unable 
to take advantage of the offer. This immobility forms part 
of those “economic frictions” which check the free flow of 
labour and prevents the optimum number of people being 
employed in every occupation. (It has been seen that these 
economic frictions may be due to 

a. lack of knowledge 

b. the fact that skilled men lose their skill in new 
occupations. 

c. the weight of inertia. 

It has also been seen that these inequalities once established 
tend to perpetuate themselves. Inequality of wages so tends 
to perpetuate itself.) 


While these causes may explain inequalities of payments in 
different occupations and in different areas, they do not ex¬ 
plain the general Theory of Wages as a whole. Like most 
Economic Theories the Theory of Wages has a history of its 


own. 

One of the earliest of wage theories is the Subsistence Theory 
of Wages which has been popularised as the Iron Law of 
Wages. According to this Theory all wages must be on the 
Subsistence Level, and no effort on the part of the State or 
Trade Unions could raise them for long above this Subsist¬ 
ence level. The level was taken to be the minimum wage 
needed to maintain the labourer in life and to bring up a 
new generation. The wide prevalence of this theory accounts 
for the general unpopularity of Economics, which earned the 
name of the “Dismal Science,” for it was supposed to prove 


to working folk the inevitability of their poverty. 

For, continued the supporters of this Theory, if the labourer 
secured a wage above the subsistence level, then the increased 
income would encourage earlier marriage and an increased 
population. The competition of the increased additional 
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labourers would bring wages down again to the subsistence 
level. If on the other hand the labourer received less than this 
subsistence level, then he would starve and be unable to bring 
up a new family. The resulting shortage of labour would 
then force wages up again to subsistence level. 

The soundest criticism of this theory is that it is not true 
to life. It is untrue that higher wages imply larger families 
—the experience of Western Europe is against that. If any¬ 
thing, a rise in the wage-rates seems to conduce to smaller 
families. In addition, the Real Wage of the labourer has in 
fact been increased in the last century, by Trade Union effort, 
by State activity (such as Mines Acts and Factory Acts, indeed 
by all the Social Legislation of the period) far above a Sub¬ 
sistence Level, with no such evil consequences. A larger 
population has not brought the wage-level down again. 

Besides, the very term Subsistence Level is too vague to have 
scientific value. The level has varied from age to age, it 
varies to-day from country to country. The luxuries and com¬ 
forts of former days have become the necessities of to-day. 
The subsistence level of a Chinese coolie is far below that of 
an English labourer; the level of an artisan a hundred years 
ago was different from that of an artisan of to-day. 

The Theory does not attempt to explain the inequality of 
wages which in fact exists in different trades, even in different 
areas, and in different countries. The Theory states what was 
considered to be a tendency—that high wages might lead to 
large population and consequent increased competition for 
work—and the tendency has been found to be untrue to life. 

Yet in spite of these criticisms the Theory has some justifica¬ 
tion. It arose in the eighteenth century. It was based a great 
deal on the experience of the French peasantry, who in some 
localities were in possession only of bare necessities. Even 
to-day wherever standards are exceptionally low, an increase 
in the total wealth may not result in an increase in the wage- 
rates of the labouring classes. For example, in spite of the 
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increase in material wealth which English civilization has 
brought to India and Egypt or of the increase in material 
wealth resulting from the Westernisation of Japan—popula¬ 
tion has increased with wealth and the individual labourer is 
not much better off. 


John Stuart Mill stated the next historical theory of wages, 
The Wage Fund Theory, According to Mill, wages depended 
on the proportion between the population and capital. He 
believed that at any given moment there was a given amount 
of capital available which could be used for wage payments. 
This amount he called the Wage Fund. In order to start a 
business at all, every entrepreneur has to have some capital 
from which he can pay his working men, long before the 
commodity is sold. The capital available for distribution must 
come from previous savings or profits. Similarly at any given 
moment there are a number of workers who, whatever the 
wage, have to work in order to live. The Wage Fund is dis¬ 
tributed between these labourers under competitive terms. It 
followed therefore that as long as the proportion between the 
population and the Wage Fund remained unchanged there 
could not be a change in the amount of wage payments. For 
if wages rose, then they would entrench on profits, which would 
mean either that businesses would decline (and consequently 


so would employment and wages) or that capital would leave 
the country and so reduce the demand for labour. Nor indeed 
could there be a rise in wages in any one industry without 


injuring the wage standards of other industries. For, as the 


Wasre 


mean a loss to the others. 


Later, with greater study. Mill began to modify the sharp¬ 
ness of this theory and then abandoned it. First, this theory 
confuses Wages with Labour Costs. For wages have been 
increased without entrenching on profits. If the increased 
wages mean a far greater increase in efficiency, then profits 
may even be higher than before. Secondly, if wages do rise 
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even at the expense of profits, the fall in profits will not im¬ 
mediately drive capital from any country or from any in¬ 
dustry. Various economic frictions exist to prevent such an 
easy mobility of capital. For business men expect fluctuations 
in profit. And of course while a rise in wages may be one 
cause in the decline of profits it is not the only cause. 

Lastly, there in fact exist variations in wage payments be¬ 
tween different trades, and the higher rate is not at the ex¬ 
pense of the lower. The higher rate may be due to tradition 
just as the lower rate may be due to such causes as the im. 
mobility of labour. 

Mill recognised how untenable his theory was; he began 
to modify it. By population, he wrote, is meant only those 
who work for hire. By capital is meant the part which is 
expended in the purchase of labour. So that all that the Wage 
Fund theory ultimately says is that what the labourers receive 
in wages is only what the employers pay out in wages. Which 
is of course a truism, but it does not explain why society 
rewards labourers with the payments they actually receive. 

The inadequacy of the Subsistence Theory and the Wages 
Fund Theory as an explanation of wage payments turned 
economists to try and discover what influence the productivity 


of workers exerted on their wage rates. 

Now in discussing the Theory of Value, it was seen that the 
value of a commodity or service depended on its Marginal 
Utility. So the value of labour depends on its Marginal Utility 
to the employer. For example, in order to produce at all the 
employer has to buy land, labour and capital. That is, he has 
to pay Rent, Wages, Interest. Now at what price will he 
buy each of these factors of production ? It is obvious that he 
will pay for each what he considers will be the value of each 
to him—according that is to their Marginal Utility to him. 


The employer will always try 


to secure the maximum produc¬ 


tion from his outlay of expenses. If he finds that by using 


more capital (that is more machinery, etc.) he will secure 
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greater productivity, he will offer more for it and the rate of 
interest will rise. If he considers that he can secure greater 
productivity by the use of more labour, he will pay more for 
it and the wages will rise. The employer has the choice, he 
can employ either more capital or more labour or more land. 
In so far as capital and labour can be substituted for one 
another, he will buy either more machines or more labour 
according to their productivity to him. That is, he will dis¬ 
tribute his resources amongst the factors of production in 
proportion to their productivity. 

He does not however buy all the land or all the labour or 
all the capital available. He buys just so much of each as he 
thinks will give him the best return in combination with the 
others. He buys each, in other words, according to its Mar¬ 
ginal Productivity. 

The value of labour then depends on its marginal pro¬ 
ductivity. Like the parallel Marginal Utility Theory of Value, 
the Marginal Productivity Theory of Wages expresses the in¬ 
fluence exerted by Supply and Demand in deciding the value 
of labour. When the supply of labour is plentiful relatively to 
the supply of capital and of land, then it will be employed at 
work which machines would do if labour were less plentiful. 
Of course it will also be less productive relatively, for it will 
not have the help of tools and machines and so its pay will 
be low. 

For the productivity of labour will depend on its supply 
relatively to the supply of capital and land. An increase of 
labour relative to the other agents of production will lower 
its productivity and send its value down—^that is, wages will 
be low. A decrease of labour relative to the other agents of 
production will raise its productivity and its value will go up— 
that is wages will rise. 

Similarly any changes in the organisation and in produc¬ 
tion which increase the productivity of labour will increase its 
value and wages will rise. A change that lowers its relative 
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productivity—^relative to the other agents of production—^will 
decrease the demand for labour and lower its value and so 
wages will fall. 

The Marginal Productivity Theory of Wages is thus a 
rational explanation of wage rates. It accounts for the fact 
that wage rates are generally higher in new countries than in 
old. 

In Australia, for example, land is plentiful and population 
relatively scarce, so that labour will be employed only where 
its productivity is relatively high. As capital is essential to 
production it will be imported. That is, Australia will borrow 
its capital in order to supply its people with the best machinery 
and tools so that Wages will be high. Rents low, and Interest 
will depend on the world market (although in this case the 
rate of interest will be lower because of the Colonial Loans 
Act). 

In China, Japan and India with their teeming populations, 
labour is plentiful relatively to land and capital, so that it is 
employed at work which, in more progressive countries, is 
done by machinery. Relatively then its work is unproductive 
and wages are therefore low. 

Important as the Marginal Productivity Theory is in exem¬ 
plifying the relation of supply and demand, as applied to 
labour—the identity of labour is so peculiar that there are 
important differences to note. 

First, Labour, it is seen, is rewarded according to its 
productivity and its productivity will depend, among other 
factors, on its supply and demand. But even if the supply 
of labour were increased a hundredfold, labour, unlike other 
commodities, would still have a value. If the supply of, say, 
salt were increased enormously its value would fall to nothing, 
but because labour is bound up with the labourer there must 
be a limit below which it cannot fall. That minimum will 
of course be called the Subsistence Level and it will vary 
according to the Standard of Life of a people. So that when 
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employers buy labour they recognise this limit and therefore 
only buy so much labour at that price which they consider 
will give them the largest product. If this Minimum Wage 
is thus fixed by a conception of a standard of life, the 
maximum is fixed by the productivity of labour. 

Secondly, of all commodities labour is the most perishable. 
It cannot keep. If the work is not done—it never can he done. 
The same piece of work might be done later, but the time 
wasted in doing nothing is beyond recall. Scientifically 
arranged rest-pauses will indeed cause workers to work better. 
Such pauses are therefore not waste, but wherever work could 
have been performed and it is not, then that labour is lost. Of 
course while wants are unsatisfied there will always be a 
demand for work. The sellers of labour are therefore at a 
disadvantage as compared with buyers, as is the case with no 
other commodity. 

Lastly, while population and labour supply are connected, 
they are not identical. Both the Subsistence and the Wages 
Fund Theories made the mistake of identifying the labour 
supply with the population. In any population, there will be 
a large proportion of people who do not work, and even among 
those who do work, their output will depend on their will to 
work and on their capacity. For human beings can and do 
vary their output. In addition, in a particular industry the 
supply of labour will be limited by all the frictional influences 
which have been previously discussed. 

Only with these three reservations is it then true that the 
supply and the demand of labour are similar to the supply 

and the demand of any other commodity. 

Before the Theory can be finally accepted there are still three 
further modifications to be noted. First, what is meant by 
the term Productivity? The theory would at first appear a 
justification rather than an explanation of wages. For, says 
the theory, the worker receives a wage according to his produc¬ 
tivity. What then can be more just? But the productivity will 
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aot always be his own productivity. It will not depend entirely 
on himself. His skill and hard work may suffer depreciation 
by bad equipment or bad organisation or bad marketing. 

Secondly, productivity may have Httle relation to the per¬ 
sonal effort and skill of workers. For the productivity which 
decides their wage rates is not their output but only their 
output as measured by its market value. Now market values 
will depend on all the accidents and vagaries of demand. Fch: 
example, a long rainy summer will cause a demand for, say, 
waterproofs and umbrellas, so that the productivity of water¬ 
proof and umbrella firms and their workfolk becomes greater, 
although the output of the firms and the skill and the efforts 
of the workmen are exacdy the same as they were before. 

Lastly, this theory assumes that as workmen are paid accord¬ 
ing to their productivity, employers will so pay them. It 
assumes that if one employer does not, another will, and that 
competition among employers for labour will enable work¬ 
men to demand and obtain their maximum rates. If the 
bargaining strength as between employer and employee were 
equal, such indeed might be the case. But generally the em¬ 
ployer has the stronger power, he can wait, he has a reserve 
on which to live, while the employee must sell his labour or 
starve. So that the wage rates paid need not be equivalent to 
the wage rates which should be paid, according to the produc¬ 
tivity of labour. 

A question which is becoming increasingly important in the 
twentieth century is—Should the wages of men and women 
be equal? The question ultimately resolves itself to the ques¬ 
tion—Is woman’s work as productive as men’s? Bearing in 
mind the ambiguity of the term productivity (whether it 
means output or market value of the output) it excludes as 
irrelevant any discussion as to whether men have greater 
domestic responsibilities than women. Wages are not paid 
according to domestic responsibilities but according to produc¬ 
tivity. Nor is personal efficiency any criterion for wage pay- 
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ments, for it has been pointed out that personal efficiency may 
not mean market productivity. In addition, in some industries 
women are more efficient than men, in others they are quite 
as efficient and in others still, not as efficient. It is possible 
however that if the trades in which women were superior 
to men were as numerous as the trades in which men were 
superior to women, wages might be more equal. 

But even under conditions as they are, frictional influences 
prevent the economic level being found, for the entry of 
women into certain trades is governed by considerations other 
than efficiency or ability. There is a prejudice in certain 
callings against employing women, even when women may 
be as efficient as men; Trades Unions may not allow them to 
join the union. Custom and tradition may prevent them enter¬ 
ing certain trades. 

This deliberate exclusion of women from certain kinds of 
work, even the prejudice, for example, in favour of male 
doctors or of male solicitors, limits the field of employment for 
women (for it leads to a relatively greater demand for men). 
They therefore crowd into those openings which are avail¬ 
able and the supply being relatively large to the demand, their 
Marginal Productivity is low and therefore the price of their 
labour is low. This in turn reacts on those who are employed 
in the same callings as men. For employers, then, can pay 
them less than they do men, without causing them to leave 
those employments; for there are relatively few alternative 
occupations for them to enter. 
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CHAPTER XVI 

PROFITS: THE PAYMENT FOR ENTERPRISE 
INTEREST: THE PAYMENT FOR THE USE OF 

CAPITAL 

Economic Society could not today exist but for its accumu¬ 
lated capital. Wealth, it has been seen, consists of all those 
commodities and services which satisfy human wants. Every¬ 
body then has some wealth; even the poorest have some things 
which satisfy their wants; for any person who had no wealth 
at all, who possessed nothing with which to satisfy his wants, 
would die. A rich person is simply one who has many com¬ 
modities and services which satisfy his wants; a poor person 
has few. 

Capital is that portion of wealth which is used for further 
production. In a very simple form: if a person earns a 
week of which he saves 5^. then he gradually saves up capital 
(what the accumulated will buy). He may save for all 
sorts of reasons—for a holiday, for old age, for a desire to 
be rich, to buy an expensive piece of furniture. Whatever 
the motive, he has some inducement or incentive to save. He 
hopes to enjoy in the future the satisfaction of wants that he 
forgoes at present. Saving then involves the sacrifice of 
present wants for future wants. 

Before any person however can begin to save there must exist 
certain conditions. Firstly, he must earn sufficient to enable 
him to save. If he earned just a “subsistence wage” he could 
not forgo present wants to enjoy them in the future. Present 
wants are too insistent. Secondly, there must exist oppor¬ 
tunities for saving. Mere hoarding is economically not saving. 
As English industry grew, so savings found more fruitful uses. 

205 
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When the act of 1862 gave to industry the advantage of limited 
liability, then the savings of even the poorest could be mobilised 
to aid industry. To-day Banks and Insurance Companies not 
only give opportunity to save but they actually encourage 
thrift Thirdly, not only must people be able and willing to 
save and have opportunities to use their savings productively, 
but there must also exist the requisite law and order to safe¬ 
guard their savings and the recognition of property rights so 
that they can enjoy the fruits of their sacrifice. In a com¬ 
munity where the law was weak and ineffective, and where 
the right of persons to their savings was not recognised, there 
would be every inducement for people to consume all their 
wealth as soon as they produced it, or earned it. 

It is not Individuals alone who can and do save. Businesses 
save. If it is a private business, the owner does not spend all 
the profits. He keeps some back as a Reserve, either for de¬ 
preciation or for use during a possible slump or for extending 
the business. In the case of a Joint Stock Company, all the 
profits are not distributed as dividends, but again some are 
held back as a Reserve for similar purposes. 

In a certain sense the Municipality and the State can save. 
If the taxes of the state, or the rates of the municipality, more 
than cover the estimated expenses, then the surplus can be 
used to remit taxation or rates the following year. It could 
also be used, for example, to start a municipal tram service or 


a state railway service. 

In any case people and businesses save because it is worth 
while forgoing the enjoyment of present satisfactions for their 
enjoyment in the future. Consequently, Saving and Spending 
are both really very much the same, except that different things 
are bought at different times. For example, when a person saves 
he puts hi« savings into a bank or insurance society. These 
institutions use the money, so deposited with them, to lend to 
business men and others who use the accumulated savings to 
extend their businesses or start new ones. For it has been seen 
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^iiat man’s wants are infinite and there is always an oppor¬ 
tunity to attempt to satisfy new wants. In order to finance 
the production of these wants—that is in order to create new 
industries—the savings of people are borrowed from the banks. 

Whereas spending is buying goods and services which are 
consumed at present (such as bread or boots or tea), that i.s 
buying Consumers’ Goods, saving implies the buying of 
factories and machinery which will be consumed in the future, 
that is, buying Producers’ Goods. Spending and saving are 

both spending. ’ 

Without saving then, industries could hardly function and 

new wants could scarcely be met. Our trains, our ships, our 
dockyards—are the result of the accumulated savings of the 
past. They arc the world’s capital. They increase the produc¬ 
tivity of labour and of society as a whole. They make possible 
the standard of living we have attained. Every catastrophe 
which destroys capital; a war, an earthquake, accidents, leaves 
the world the poorer and lowers therefore the standard of life 
of the people. 

Capital then is wealth which is set aside to be used for the 
production of further wealth. In our modern industrial civil¬ 
isation it forms an indispensable agent in all production. 
Without the accumulated capital of the past, we should have 
to grub the ground for food. 

The controversy that has arisen round the term Capital is 
not directed against capital as an agent of production. It is 
rather against the ownership of capital. Critics contend that 
because capital is so essential to society it should be socially 
controlled. For by permitting the existence of a class of private 
owners of capital, a class of people can exist who have no need 
to work, but can live by loaning out their property. To which 
it is replied that without such private ownership of capital 
there might be little inducement to save, so that sufficient 
capital might not be forthcoming for future production. 

Capital has been divided into Fixed and Circulating capital. 
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Fixed capital is that form of capital which is durable, which 
can be used again and again, such as machinery. Circulating 
capital is that form of capital which fulfils its function in one 
use, such as seeds or stamps. 

A more refined distinction is drawn between Sunk Capital 
which is highly specialised and which can be adopted for other 
use only with great difficulty, if at all—^such as a pit shaft, 
and Floating Capital which is not so specialised and can be 
used for different purposes, such as wood or money or gas. 

While those who work in order to live receive a wage for 
their labour, those who own capital can either start a business 
themselves or they can lend their property to those who have 
started, or to those who want to start, a business. Society 
rewards the successful business man by offering him profits. 

Part One—Profits 

In ordinary speech profits are the share in the flow of wealth 
which goes to the owners of businesses. They are generally 
calculated by deducting the expenses of the business from the 
receipts. The ordinary use of the term Profits however tends 
to conceal the fact that the term profits includes many other 
payments. 

First, as most owners of businesses supply at least part of 
the capital, they receive a payment (that is interest) for their 
own capital invested. 

Secondly, every business man is a risk-taker. In the profits 
which he receives, there is a payment for the risk he has taken. 
Some risk, such as fire, or default or burglary, can be passed on 
to insurance companies. But against the real risks of business 
there is no insurance. In a society which uses the economies 
of division of labour, risk is inevitable. For it has been seen 
that production is carried on ahead of demand and in antici¬ 
pation of demand. How can a man foresee an unexpected 
rise in the cost of the raw materials or an unexpected change 
of fashion or the success of a new invention—all of which will 
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change the value and the demand of his product? How can 
he foretell the success or failure which may result from the 
installation of new machinery, or the result of attempting to 
open a new market or of spending a large amount on addi¬ 
tional advertisement? As society needs a class of risk-takers, 
so society must pay for them. Part of profits then is payment 
for risk taken, or payment for the burden of responsibility. 

Whilst salaries, wages, interest, and rent are contractual, and 
therefore fixed before the product is completed, the owner 
alone takes the risk of failure. In Joint Stock companies the 
function of risk taking can be separated from the function of 
management—whereas managers are paid contractual wages, 
the owner or shareholders take the risk of losing their money. 
A class of risktakers is therefore essential to keep industry as 
flexible as possible. 

Thirdly, part of the profits may be payments which are 
derived from any advantage of sudden demand or from 
monopolistic control. These payments, it has been seen, are 
quasi-rents. One business may have the advantage of site, 
or of a secret process, or of a special patent. The owner 
secures additional payment as a consequence. 

Lastly, profits contain payments for the work which the 
owner himself does. The revenue of a firm may vary with 
fashion, with political changes, even with changes in the 
weather; it will certainly vary with the ability of the owner as 
an organiser. His work is to organise—to take the land, labour, 
and capital which by themselves are productiveless and trans¬ 
form them into a productive machine—a business. He is paid 
for his work. 

How vague the everyday use of the term profits is, can be 
seen from the fact that it embraces the profits of the smithy 
—which are mainly the earnings of labour and should be 
described as wages, the profits of the railway company which 
arc mainly the return on capital outlay, and the profits of the 
farmer, which combine payments for personal work with pay- 
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nents for capital sunk in the land. 

Economists, then, distinguish between these various elements 
which go to the making of profits and find in them payments 
for undertaking risks, payments for capital investment, pay¬ 
ments for any monopolistic advantage, payment for manage¬ 
ment and organisation. Pure profits are the reward for 
enterprise. WhUst most other forms of earnings depend, it 
has been seen, on the terms of some contract (whether wages, 
interest, rent) the business man’s does not. 

His rewards are arrived at by subtracting his total expenses 
from his receipts. But these expenses will vary with the type 
of business. If the business is a Private Firm then the owner 
can work on his own capital or on borrowed capital. If he 
works on his own capital, the interest on his capital will form 
a large part of his profits. If he works on borrowed capital, 
then interest will be counted as an expense. If the business is 
a Joint Stock Company, then interest on debenture stock will 
be an expense, which must be deducted before profits are 
earned. Interest or dividends on the ordinary shares arc, how¬ 
ever, part of the profits, which are distributed to the share¬ 
holders. 

Again in a Private firm, the payment for management will 
form a large part of the profits (for he will hardly deduct 
what should be his salary as his own manager). In a Joint 
Stock Company, payment for management or salary is an 
expense of the company. 

It would be more difficult to disentangle the payments for 
risk-taking and the revenue derived from any monopolistic 
advantages, but such payments are nevertheless there. 

The Classical Theory of Profits was that profits, like wages, 
and interest should be equal between industries. It was 
assumed that if one industry paid less than another, then 
business men would leave it for the industry which paid better. 
There was, in other words, a conception of a standard rate 
of profit. All business men paid the same contractual rates for 
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their land, labour, and their capital. The surplus they retained 
as profits. If profits were high in a particular industry, then 
business men would “flow” into it and profits would fall to the 
new level. 

Now it may be true that over a short period there may be 
no connection between wage movements and profits. Over a 
long period however—a long run of good or bad business will 
ultimately react on all the contractual payments—on wages, on 
interest, on rent. 

Why then do profits vary as between industry and industry 

and between different periods ? 

Some businesses run greater risks than others. New busi¬ 
nesses are generally more hazardous than old ones, for it is 
not yet known whether the goods will take. As pioneers too, 
they enjoy what is in the nature of a temporary monopoly. 
Their profits, then, will generally be greater than in an old 
and settled business. 

Again a business which turns over its capital several times a 
year, like any retail shop, will have higher profits than a busi¬ 
ness, such as a Water company, which turns over its capital 
once in 20 years. 

In comparing profits too the average profits of a business 
over a long stretch of years should be taken, over periods of 
difficulty and of prosperity, and in addition the average profits 
of successful and unsuccessful firms should be taken. It has 
even been asserted that the average earnings in the form of 
profits are lower than the average earnings in the form of 
salaries! (if successful and unsuccessful firms are considered). 

Society pays the worker a wage, and the business man or 
entrepreneur a profit. What would be the reasons for paying 
successful enterprise more highly than successful work? A 
simple reason might be that “enterprise” is so essential to 
economic life, that the “service of enterprise” is a work for 
which few people are gifted, so that it has a high scarcity value. 
But many people may have this business ability and yet be 
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unable to exercise it. For in addition to having business 
acumen and a willingness to risk capital, the business man 
must have the capital to risk and comparatively few people 
possess that. Joint Stock companies do sometimes enable men 
with business capacity but without capital to exercise their 
ability. These, we have seen, receive a salary. Consequently, 
to become an entrepreneur or business man, one must either 
have inherited capital (so that the inequality of capital owner¬ 
ship tends to perpetuate itself, even more than the inequality 
in wage receipts) or have acquired capital by saving, which is 
practically impossible (out of wages and even out of salaries) 
on such a sufficient scale as to make it possible to start any 
large industry. So that the ownership of capital is an additional 
scarcity value set on enterprise. 

If the advantages of the possession of business capacity and 
of capital explain why there is such inequality as between profit 
receivers and wage receivers, it does not explain why there are 
even greater inequalities among profits than among wages. 

What gives a business man his great advantage is the firm’s 
goodwill. Goodwill can be defined as the sum of the firm’s 
connections and the value of the continued custom of the 


clients. It may be secured and maintained by all the artifices 
of skilful advertising and by a staff of commercial agents and 
travellers, but once this goodwill has been secured, the business 
has a further advantage over all new-comers. Of course a 
person with a new commodity to offer may enter the enclosure 
of successful businesses, but if he wants to compete in an estab- 


irmount the great obstacle— 
technically, his predecessors 


have the start. They have the goodwill, they also have long 
established connection, the inner knowledge of the market. 


and a knowledge of the “inner ring” of dealers. 

In business, then, as in many other aspects of economic 
society, the principle of competition is present, but what 
equalising influence competition may have is hindered by the 
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inequality of business capacity, by the inequality of wealth 
(which makes it impossible for many to set up in business on 
their own account) by the large degree of specialised know¬ 
ledge needed (which limits the number qualified for business 
and also makes it difficult for business men Vb pass from one 
industry to another) and by the essential importance of good¬ 
will and an established connection (which can only be acquired 
with difficulty and at the risk of large expense of capital), 

Consequently the idea of normal or standard profits is a 
very vague one. The Marginal Firm—that is the firm which 
just manages to make a profit—survives; all those firms which 
have any advantage in site, in goodwill, in knowledge, make 
larger ones. Their extra returns can be regarded economically 
as Rents. 

Part Two. Interest. 

While profits are, on ultimate analysis, the return to the 
entrepreneur for his services. Interest is the price paid for the 
use of capital. The term Interest—like Profits—needs analysis. 
Why are there apparendy different rates of interest existing 
side by side ? What determines the amount of interest ? Why 
is interest paid at all.? 

Interest is the return on loan capital. But how can there be 
different rates of interest paid.? The answer is, that some interest 
rates contain elements which are not “pure” interest. Pure in¬ 
terest or Net Interest is the payment for the use of capital. Ac¬ 
tual instances of such pure interest are difficult to find, but for 
practical purposes, interest on “Gilt Edged” securities (that is 
interest on Government loans) would be typical. 

Some pawn-brokers charge as much as 30% on their loans. 
Banks pay a low rate of interest on deposits, but charge bill- 
brokers even less and customers far more. In the case of Joint 
Stock companies, if the business is successful, ordinary shares 
receive a higher rate than preference shares, and preference 
shares than debenture shares. 
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■ The reason is that Gross or Commercial Interest contains a 
payment for greater ris\ of losing the money in one enter¬ 
prise than in another. Because debenture shares are more 
risky than gilt-edged securities their return is higher. 

Interest may also contain a payment for management. The 
pawnbroker charges a higher rate, because not only has he 
the risk of having the goods unclaimed, but he works in his 
shop and he may have the additional difficulty of having to 
sell the pledge. 

The bill-broker get his loan cheap because he takes the loan 
on very inconvenient terms of repayment, and because he re¬ 
lieves the bank of the difficulty of finding suitable investments* 
for its funds. That a Latin American company offers a higher 
rate of interest than an English company may be simply due 
to the fact that greater risk is there incurred. The Pure Rate 
of Interest is the return on a perfectly safe investment. The 
Gross Rate of Interest contains payments which are profits, or 
wages of management, or payments for risk or quasi-rents. 

Around interest, as around wages and profits, controversy 
has fiercely waged. Why is interest paid at all? The Greeks 
and the Jews saw in money a barren entity, for if money were 
left in a box it could not multiply. Why then should interest 
be paid? This idea, about the barren quality of money, was 
emphasised by primitive and agricultural conditions. For 
then, only a calamity would compel people to resort to the 
moneylender, who therefore appeared to take advantage of 
national distress to secure personal advantage. He trafficked 
in other people’s misfortunes.” During the Middle Ages, the 
Church forbade the taking of usury and the State enforced 
its prohibition. But the laws were never in fact obeyed. Legal 
evasions were invented, for people were in need of money and 
willingly offered payment for its use. At last in 1854 Usury 

Laws were repealed. 

Of course, the misunderstanding occurred owing to the con¬ 
fusion between money and wealth. Nobody wanted the 
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money—the mere coin, but people did want what the money 
would buy. For example, in the Middle Ag»s, it was illegal to 
pay interest on a money loan, but if the money were used to 
buy a house which might then be let, then rent was regarded 
as legal, although in fact “interest” and “rent” were in this 
case the same payments. * 

Interest is the payment for the use of loan capital and as 
long as this capital renders a service, people will be willing to 
pay for its use, but even to-day various theories are put forward 

to explain interest from other angles. 

The most extreme is the Exploitation Theory which has 
been popularised by Karl Marx and his school. They start 
with the assumption of the Labour Theory of Value, that is 
that Labour creates all values, and then regard Interest as 
“theft” which is stolen from the “surplus value,” created by 
labour. The owners of capital obtain this theft by exploiting 
labour. They increase it by further exploitation. But whether 
capital is privately or publicly owned, as long as a loan renders 
a service so long will that service be paid for. 

Nassau Senior, a professor of Economics at Oxford in the 
early nineteenth century, suggested the Abstinence Theory of 
Interest. He explained that Society and industry need capital. 
But most people prefer to spend rather than save, that is they 
prefer wants to be satisfied at present, rather than in the 
future. In order therefore to encourage people to save, a re¬ 
ward was necessary. Interest was the payment to impel them 
to save and to stimulate saving. It was the reward for abstain¬ 
ing from spending on present goods. 

This theory compels an analysis of the motives for saving, 
so that wc may see what is the sacrifice or abstinence involved. 
First then there are the thrifty types of people who save 
against old age or against accidents. Now would interest be 
the reward for their abstinence? It is possible to imagine that 
if the rate of interest rose from 5% to 10% that they might 
make a greater sacrifice and save more, in order to take 
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advantage of the higher return. On the other hand, it is 
possible to assume that at the higher rate they might save 
less, for they would secure the desired income from a smaller 
saving. In other words, it is difficult to say what influence the 
rate of interest will have on those who save from motives 
of thrift. They may even save if no interest were offered 
at all. 

Next to the thrifty are business men who wish to retain a 
reserve for emergencies or in order to extend their business. 
These would generally adopt a standard of living which would 
of course vary with their social environment and put the re¬ 
mainder of their profits back again into the business. There is 
little sacrifice or abstinence here. For they would save what¬ 
ever the rate of interest. 

Lastly, there are those whose incomes are so large that saving 
cannot be any sacrifice. After gratifying their most luxurious 
wants they still have a surplus. According to the law of 
diminishing utility their satiety—in spite of the varying 
channels of spending—is reached, and saving is all that is left 
to them. Some may use their surplus to endow a university or 
found a charity; still in a society in which there exists in¬ 
equality of wealth, the great savers are the wealthy. Interest 
on such savings is hardly a reward for abstinence. It has 
frequently been stated that any list of shareholders in a Joint 
Stock Company shows a vast number to be small holders. 
That is used as an argument to indicate how many small in¬ 
vestors there are. Such a conclusion however is not very logical, 
for one of the advantages of the Joint Stock Company is that 
people can divide their capital among a great many com¬ 
panies, so that quite wealthy people may hold comparatively 

few shares in a large number of companies. 

The Abstinence Theory then is hardly a satisfactory explana¬ 
tion for the payment of interest. 

Malthus and the French economist J. B. Say suggested the 
Productivity Theory as an explanation for the payment of 
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interest. They contended that just as cattle produced flocks, so 
capital produced interest. Against the old argument that 
capital was barren, they answered that i£ the capital were in 
the form of cattle, then there was obvious “productivity” when 
they bred. 

Now is there in modern loan capital a similar capacity to 
produce? For example, let us take a primitive man fishing. 
He catches twenty fish a day. He makes a boat and is then 
able to catch forty a day. Whose productivity is the forty 
fish? the man’s or the boat’s? They are obviously comple¬ 
mentary. Now if the boat were loaned out, the owner could 
charge for the loan and the borrower would be willing to pay 
the charge, for with the boat “productivity” is greater. So with 
all loan capital, productivity is increased. 

Productivity then explains why people are willing to pay 
interest, simply because with the borrowed capital, productivity 
is increased. But does it indicate the necessity for interest? 
Most modern loans are of course used productively—in the 
sense that the loan is highly valued, so that the borrower is 
willing to pay for it. In the case of the business man, he uses 
borrowed money in two possible ways. Either he erects new 
buildings or instals new machinery, with which he is able to 
produce far more than he could have done without the extra 
equipment bought with the loan, or he buys goods now, which 
will carry him over the period between the beginning of the 
manufacture and the sale of the product. For by enabling him 
to take time over production he can use the advantages of the 
division of labour and so ultimately produce more. 

It pays him then to offer to repay in the future the sum lent 
and interest (payment for the use of the loan). 

It may be argued that not all loans are used productively; 
that spendthrifts and governments borrow for such purposes 
as gambling and wars. But even in these cases the term pro¬ 
ductively is used in the strictly economic sense—that it satis¬ 
fies a want. The want of a gambler, or of the government 



2 i8 


profits: interest 


at war, is so intense that they are quite willing to mortgage 
future resources in order to satisfy their present wants. 

The Productivity Theory then is true in so far as it explains 
the payment of interest from the point of view of demand. 
People demand loans because loans can be used productively. 
But why do people supply the loan.? The function of interest 
is the same as the function of any price—to equalise supply 
and demand. For example, if the rate of interest is 5% then 
the effective demand for loan capital will come from people 
who think that at 5% it is worth while to borrow, and the 
effective supply from people who are satisfied with a return of 
on their loans (or investments). So that industries which 
yield only 2% or 3% or 4% are sifted out and only the more 
urgent capital works are undertaken—the urgency being of 
course indicated by the willingness to pay a highei rate of 
interest. 


The theory which attempts to explain interest from the point 
of view of supply is generally associated with the “Austrian 
theory of interest” because Prof. Bohm von Bawerk of Vienna 
suggested it. He treated the problem from a psychological 
point of view. He claimed that the chief reason for the pay¬ 
ment of interest is that most people prefer present satisfactions 
to future satisfactions. People tend to discount the future and 
quite apart from any consideration of risk (which has its own 
distinct reward) people prefer ^100 now to ;(^ioo in the 
future. 


Now if a person were offered a choice between ;i^ioo now 
and ;^ioi or ;^i02 or /^lo^ or ;^i04 in the future he might 
still prefer ;^ioo now, but if he were offered ^^105 in the 
future instead of ;(^ioo now, then a Point of Indifference would 
be reached. The ^5 is the price paid in order to overcome the 
preference for present wants over future wants. The rate of 
interest then will depend on the disposition towards the future 
of those who save. This psychological theory has been sum¬ 
marised into a formula “Interest is the price of time.” But this 
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“Agio-Theory,” as it is sometimes called, emphasises too much 
the side of supply. 

But even this theory has been criticised because it has 
already been seen that some people will save just because the 
future is uncertain—that is they will look beyond the needs of 

the present. 

So a refinement of this Theory states that the reason people 
are unwilling to forgo or exchange ;^ioo now for ;^ioo in 
the future is that human life is itself uncertain and 
limited. People prefer to receive back in their own lifetime 
(or in that of their heirs) the satisfactions which they forgo 
by saving. If the rate of interest fell to say 1%, that is below 
the rate which would satisfy such conditions—^for at 1% it 
would take a hundred years to return the original capital- 
then people might prefer to produce those goods which can 
be consumed immediately and fresh supplies of capital rhight 
not be forthcoming. 

It can now be stated therefore that there is a demand for 
capital—^because of the intensity of the present need of the 
borrower and because when converted into goods it increases 
productivity. The supply of loan capital is limited not only by 
the competition of alternative uses which always exists and by 
the willingness and ability to forgo present satisfactions— 
except on such terms that the sacrifice will be made good 
during the lenders’ lifetime or in that of their heirs. And of 
course people’s willingness to save is itself influenced by the 
amount of resources which they have, by their expectation of 
life, by their attitude to their heirs and by the general security 
and continuity of economic life. 

So long as there is a sacrifice involved in saving, so long will 
the supply of capital always be less than the possible uses for 
capital, and interest will be necessary to maintain the supply. 

Whilst then it would be difficult to say what would be the 
influence on the supply of capital as a whole of a change in 
the rate of interest, a change in the rate of interest in a 
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particular industry does affect the supply of capital in that 

industry. For capital is constantly wearing out and has to be 

renewed from Gross Income. If the rate of interest in a 

particular industry falls below the general rate, then new 

capital will not be secured. If the rate of interest in 

the industry is high, then capital will be attracted into that 
industry. 

The productivity of capital will of course be different in 
different countries and at different times. The organisers of 
industry buy land, labour and capital (for they are used in 
co-operation) according to their marginal productivity. If the 
amount of capital available increases without any correspond¬ 
ing increase in the supply of labour and of natural resources, 
then capital will be fully employed only when it is put to uses 
in which it is less productive than before, and the Rate of 
Interest will fall. If labour and land increase relatively to 
capital then capital will become more productive, and the Rate 
of Interest will rise. 

The organisers who employ land, labour and capital will use 
as much capital as at the current rate of interest will give the 
best return. So that the Rate of Interest and the Demand for 
Money arc connected both in industry as a whole and in any 
particular industry. If more capital will enable production to 
be cheaper, then they will offer more for it and the rate of 
interest will rise. Conversely if the rate of interest falls then 
they will employ more. 

Competition between lenders and borrowers tends to make 
the rate of interest correspond to the Marginal Productivity of 
capital. The estimate of the marginal investor, who is just 
persuaded to invest (or to save) in the Marginal investment, 
tends to equal the rate of interest. 

If a new invention, like the railway a hundred years ago, 
increases the productivity of capital then the rate of interest 
will tend to rise. A new invention may also act in the opposite 
way; it may increase technical productivity and at the same 
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time save capital (as in the case of electricity); then the rate 
of interest will fall. 

Also the more rapidly capital goods wear out, or become 
obsolete and have to be replaced, the greater will be the demand 
for fresh Hquid capital to replace the worn-out capital and the 
rate of interest will rise. 

And the reverse process takes place; the great increase in 
the expectation of life during the nineteenth century was 
paralleled by a decline in the rate of interest in spite of the 
greater productivity of new inventions. 

The rate of interest also tends to fall in a stabilised country 
like England where political upheaval is rarely expected, for as 
the supply of capital is increased so does its marginal produc¬ 
tivity decline. 

In addition the attitude of a community to family ties will 
make a difference to the rate of interest. The more people con¬ 
ceive it their duty to leave a supply of capital to their heirs, 
the lower the rate of interest will be. 

As there are so many conflicting influences at work it is 
very difficult to say whether the rate of interest will rise or fall 
in the future. In any case, like any other price, the Rate of 
Interest measures the sacrifice of the marginal saver and the 
productivity of the marginal unit of capital saved. 


H* 
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UNEMPLOYMENT 

A SAD spectacle in economic society is that of the able-bodied 
worker seeking to sell his labour and finding no buyers. For 
as the labourer and his labour are inseparable, labourers have 
to suffer the degradation of unemployment. 

The problem of imemployment cannot rise in societies 
where the satisfactions of wants are direct. Each man works 
to satisfy his own want. In simple agricultural communities 
where subsistence farming is the rule, man works the soil and 
enjoys the fruits of his labour. Of course he has to face all the 
antagonisms of nature as well as enjoy the bounties of nature. 
If plague attacks his cattle, if famine appears, he starves and 
dies. On the whole, however, under subsistence farming, life 
is secure and stable, if it is grim and hard. As capital is difficult 
to obtain, the demand for labour is great and unemployment 

hardly exists. 

The English Manorial system exemplified such a closely 
knit unit. Even in the towns which had grown up, the division 
of labour was not so close as to injure a man s pride in his 
work and the market was known and stable. What distress 
existed was relieved by charity, by monasteries and by guilds. 

When this subsistence life was broken up in England, and 
the monasteries and guilds were suppressed, then the State had 
to face the grim problem of unemployment. It misunderstood 
the problem. It treated those seeking work as vagabonds, just 
as to-day some treat them as unemployables. Nevertheless 
society has to admit that there exists an almost insoluble 
problem—of men genuinely seeking work and yet unable to 

find any. 
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The unemployment problem, then, emerges when markets 
grow, when large scale industry develops, when division of 
labour is adopted. It appears to be due to all those factors 
which make up the distinguishing features of modern 
economic life. We cannot go back to subsistence farming, or 
create subsistence industries in order to cure unemployment. 

Why should modern industrial life bring unemployment in 
its train.? The problem is indeed so acute that a great variety 
of reasons have been given. Some fallacies have received so 
large a following that they merit examination. 

Some recognise the urgency of the problem and set them¬ 
selves the task of creating work in order to absorb the out-of- 
work labour. To them it appears that wars, or catastrophes or 
accidents or fires, creating as they do a demand for labour, are 
to the advantage of labour. The best criticism against these 
suppositions is that offered by Bastiat, a French economist, in 
his well-known story of the Broken Pane. A scapegrace son 
of honest Jacques Bonhomme breaks a pane of glass. His 
father is indignant but neighbours try to calm his wrath with 
the remark that such accidents are good for trade for “What 
would become of glaziers if no windows were brokenThen 
Jacques gives them an economic lecture. Logically he declares 
it would be best for trade, to go round and break all the 
v/indows, for then glaziers would be fully employed. In this 
case the person who had his window broken spent, let us say, 
5 francs in having a new pane put in. He therefore possesses 
5 francs less than he did. He is worse off for the accident. 
Moreover he could have used the 5 francs for some other 
purpose; let us say, he could have bought a new hat. The 
accident, then, has caused unemployment among hatters, so 
that while the glazier’s trade may have improved, all trade 
has not improved. The destruction of wealth cannot make 
for general employment. For by this accident capital has been 
used to repair rather than to create, and both society and the 
person who had the window broken, are the poorer. 
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Accidents and fires cannot solve unemployment. Every post- 
■war period has had its unemployment problem, for the 
destruction of wealth leaves the world the poorer. If people 
are employed to make good the destruction, they are taken 
from satisfying the new wants, which continue to arise. 

It has also been argued that lavish expenditure creates work. 
For by creating a demand for goods labour is employed to pro¬ 
duce them and so work is created. But waste cannot create em¬ 
ployment. Waste can be defined as spending without receiving 
an equal amount of satisfaction; and as the power to spend 
comes as a result of effort, waste is sifhply effort which does not 
yield a corresponding satisfaction. Now expenditure on luxuries 
may be economically worth while to the spender, if it yields to 
him satisfaction proportionate to his expenditure. But from the 
point of view of Society this expenditure must be considered 
in relation to the amount of capital and labour used—which 
might have been used to satisfy more urgent needs. For 
example, at the end of the Napoleonic Wars the Prince Regent 
(in order to encourage employment) gave most magnificent 
banquets involving the consumption of costly food and drink, 
the use of expensive flowers, the display of extravagant dresses, 
all to “encourage employment.” From his point of view all 
this may not have constituted waste, for he may have con¬ 
sidered that he received an adequate return. But from the 
Social point of view, the effort may have involved a dispro¬ 
portionate expenditure of labour and capital to the satisfaction 
of wants which, by the law of diminishing utility, could not 
have given the same satisfaction as its spending on more urgent 
needs. There is as much waste in any individual satisfaction 
which is not proportionate to the social expenditure of effort, 
as there is in individual effort which does not give a pro¬ 
portionate satisfaction. 

When food is thrown away, when things are allowed to 
spoil, these do not create work. Everything that is wasted is 
so much taken from the National Dividend, which is the total 
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amount of goods and services available for consumption. The 

more there is wasted, the less there is for the community to 

consume and the poorer is the community. If the Prince 

Regent had not spent extravagantly, the money would not 

have been lost. The money so saved would have been 

borrowed from the banks and used for productive pur- 

% . 

poses. 

Because work-people believe that the amount of work is 
fixed, that is that there exists a Work Fund, they work 
slowly, because they fear that when the work is finished they 
will be left unemployed. It is possible that the amount of 
work to be done, in any stated period, may be limited. But 
it has been seen that over a long period “work creates work.” 
For our wants create the work, and our wants are never satis¬ 
fied. Whilst our wants are effective, effort will be made to 

satisfy them. 

By far the most deeply rooted prejudice is the belief that 
machinery creates unemployment. It is obvious that if all 
machinery were abolished there would be no unemployment— 
for those who survived; and the misery and the poverty of 
the survivors would hardly be a compensation for the present 
evil of unemployment. But does machinery create unemploy¬ 
ment? When the machine is applied to production there is 
generally a greater product. The larger the output, unless the 
demand for the commodity is rigid, brings about a reduction 
in price. Consequently consumers will now have a surplus 
with which they are able to buy other commodities and services 
—which constitutes a demand for more labour. Or at the 
cheaper price they may buy more of the same commodity so 
that labour may not be displaced at all. Also, many who at 
the former price could not have afforded it, can do so now, 
so that the increased demand will again mean that no labour 
need be displaced. The owner introduced the machine because 
of its greater productivity. He therefore finds his profits in¬ 
creasing. His increased profits are either saved or spent, and 
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in either case that will constitute a demand for labour. In 
addition men are now wanted to make the machine. 
Ultimately therefore machinery increases the volume of 
employment. 

Over a short period the introduction of machinery will dis¬ 
place labour. It has been seen that the employer will use capital 
and labour according to their marginal utility. To him they 
are in the nature of an alternative demand; he can use either 
more men, or a machine. When he decides to employ the 
machine it will be at the expense of men. As these men cannot 
easily be absorbed in the industry making the machine, or in 
the industries which have been stimulated through the in¬ 
creased demands by consumers, their suffering and their sense 
of helplessness is the price paid by society for industrial “pro¬ 
gress.” Their 
a communal responsibility. 

Among the many causes for general unemployment is war. 
War may for a time stimulate certain industries and give a 
surface-appearance of prosperity, but every post-war period 
has been a period of distress, and the causes are bound up with 
the very goal of war. First, war dislocates the balance of pro¬ 
duction. The whole of the nation’s resources are concentrated 
on victory, consequently new war industries arc created and 
old industries are diverted to war purposes. Labour and 
capital are deflected to war industries. When peace is signed, 
industry is re-applied to economic purposes. All the indus¬ 
tries which have been stimulated or which have been created 
in the war effort (munitions, shipbuilding, agriculture, glass, 
chemicals, clothing), find that their markets have disappeared. 
Men are dismissed. Not alone are resources diverted to war 
channels, but wealth is consumed at a rapid rate, capital is 
destroyed as rapidly, so the world emerges the poorer. This 
means then a smaller demand for goods and a smaller volume 
of employment. In addition, heavy taxation has to be imposed 
to meet the war expenses and the interest on the war debt. 


suffering might be softened if it were considered 
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This adds an additional burden on all industry and reacts on 
the demand for labour. 

Because of the loss of life and limb during war, the 
productive capacity of the nation is impaired and this is 
further aggravated by the depreciation of industrial plant 

during the dislocation of the war period. ^ 

In those cases where the belligerents were each other s 

customers, accustomed markets are lost and recovery is even 
more difficult. The indirect commercial results may even be 
graver than the direct results of war. If ^eas have been de¬ 
vastated, they can be reclaimed; if factories and plant have 
been destroyed, they can be rebuilt. But how re-create the 
delicate network of trade relations, at home and abroad, which 
has been dislocated ? The trade arteries have been cut. Good¬ 
will has been destroyed. Markets have been invaded. A long 
period has to elapse before industrial equilibrium can be re- 

Lally these difficulties may be aggravated by the terms of 
peace. At the end of the Franco-Prussian war, Germany im¬ 
posed on France the payment of large reparations (called then 
a war indemnity). At the end of the Great War, the Allies 
imposed on Germany similar war indemnities. The effort 
required in order to pay them dislocated still further the 
economic equilibrium of the world. For if the defeated nation 
pays indemnities in goods, then the industries in the victorious 
countries suffer. If they are paid in gold, then the defeated 
nation is compelled to reorganise its industries (“rationalise, 
it is called) and invade competitors’ markets, while the gold 
payment raises prices among the victorious peoples. 

At the end of the Great War, England found not only her 
industry dislocated, her trade connections cut, her productive 
system diverted, but also frantic competition from her former 
industrial rivals. Economically war is not a paying indurtry. 
The dislocation of war inevitably brings unemployment in its 
trail—to the victorious as well as to the defeated peoples. 
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But of course unemployment existed before the war. It is 
not entirely a war problem. What then are the causes ? These 
may be particular and affect certain industries or they may be 
general and affect all industries. 

The demand for some kind of labour is, from the nature of 
industry, irregular and of short duration. This kind of labour 
is sometimes known as Casual labour. The amount of work 
at the docks fluctuates from day to day—^with the tide and 
the number of ships coming in. The amount of snow-sweepers 
in winter will depend on how often snow falls. In such cases 
labour is bought, not regularly, but often by the hour. The 
problem of this casual labour or “under-employment” is not 
only the most difficult of social problems but its influence on 
the worker is vicious, for he has to lead an uncertain and 
capricious economic life with consequent deterioration in in¬ 
dustrial efiiciency. 

Some trades also are by their nature seasonal rather than 
continuous and there is consequently a seasonal demand for 
labour in such occupations. Summer creates a demand for 
maids at seaside resorts, for painters and builders, even for 
agricultural labourers. Winter creates a demand for coal- 
workers. In the off or slack periods men are dismissed and 
unemployment increases. It might be possible to mitigate some 
of the distress if men combined two trades, as, for example, 
that of a builder’s labourer in the summer and that of a 
labourer in, say, an electricity works in the winter. But such 
transference is not always possible or easy; so that seasonal 
changes of trade cause an appreciable volume of unem¬ 
ployment. 

Unemployment will also be caused by any changes m de¬ 
mand which may be due to the vagaries in fashion or to 
changes in public taste and opinion. If England turned tee¬ 
total,” then those engaged in the beer industry would be un¬ 
employed until they were absorbed in those industries which 
would be stimulated by new demands. If people prefer 
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artificial silk to cotton, then Lancashire operatives will suffer. 
Nottingham lace workers become unemployed when lace goes 
out of fashion. As oil or water power replaces coal, so coal- 

workers will be dismissed. 

This cause of unemployment in a sense overlaps the wider 
cause of unemployment which is the result of technical 
changes within the industry as a whole. New inventions are 
constantly either changing the technique of old industries or 
creating new industries. For example, in smelting, wood was 
replaced by coal just as coal is being replaced by hydro¬ 
electric power. The train competed successfully with the stage 
«Soach (with resulting unemployment among coach-builders, 
harness-makers, horse-breeders, even among tavern-keepers) 
and now, in its turn, the train is finding the motor-coach a 
very serious rival. The clerk at the office is finding the auto¬ 
matic adding machine a grave competitor, the “talkie” has re¬ 
placed the silent film. Society pays for this industrial progress; 
the burden however is borne by those least able to bear it, by 
the working folk of those industries which have been dis¬ 
placed. 

Some may be too old to take advantage of openings in the 
newly created industries; the inertia is too great for them to 
overcome. The rising generation may be unable to take 
advantage of the new crafts, for the strong localisation of 
certain industries acts as a check on movement. So that a 
whole district or an entire town may become derelict because 
of the pace of industrial change. So, in the eighteenth 
century, whole villages suffered from the changes in agricul¬ 
tural technique, consequent on the enclosure movement; so 
endured the long-drawn-out agony of the hand loom weavers 
in the early part of the nineteenth century in their hopeless 
struggle against the machine; so in modern times in Eng¬ 
land have certain coal-mining areas become the homes of 
despair. 

Lastly, unemployment in a particular industry may be due 



UNEMPLOYMENT 


230 

to changes affecting the supply of a commodity. Drought in 
Australia, a cotton pest in Carolina, disease in the wine areas 
of France, a war which cuts off a regular source of supply 
from the market, will dislocate industry and unemployment 
will follow. And because industry is so interlocked, not only 
will the actual industry concerned suffer but all those indus¬ 
tries making “producers’ ” goods will be affected—^packers, 
transport agencies, bankers. 

These causes, so far, account for unemployment in a 
particular industry. But economic society to-day witnesses a 
far vaster problem—^not a particular industry but the whole 
of industry attacked by unemployment, which at periods 
rises to such dimensions as to threaten the whole industrial 
fabric. Some contend that with industry as at present 
organised, unemployment is inevitable, that the unemployed 
form a kind of “labour reserve” to do the casual work in 
slump periods, and to be drafted into the army of the un¬ 
skilled during times of boom. 

What are the causes of this general unemployment? 

The most striking characteristic of modern industry is its 
close specialisation—not only of individuals, but of machines, 
of firms, of industries, even of areas. Specialisation has led to 
greater production but it is also attended with greater risks. 
Markets are now world wide. A farthing a pound on any 
commodity will divert a ship to another continent. Production 
consequently is a very roundabout and lengthy process. How 
long does it take to produce a pair of boots from leather made 
in the Argentine, brought in ships built on Tyneside, with 
machinery made in Pittsburg? Similarly it takes years to 
produce a suit of clothes, or a cotton shirt or a felt hat. 

All production is then carried on in anticipation of demand 
and, unless producers want to court failure, on some estimate 
of what that demand will be. The consumer is thus able to 
walk into a shop and find there what he wants. But with the 
most careful estimating mistakes occur. The marvel is that so 
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few mistakes occur, seeing that production is so roundabout. 

If things are produced which are not wanted,—either because 
of a change in fashion, or because a substitute has been found, 
—or if they are not wanted to the extent the producers 
estimated, or even if people want more of the article than the 
producers estimated, then unemployment will follow. 

If more of the article has been produced than is wanted, 
then business men cannot sell them except at a reduced price. 
The lower price will then react backwards, to every source 
of supply. Employers will lessen their production and dismiss 
men. They will order less raw material, and the growers will 
dismiss men. Less transport will be needed, and transport 
agencies will dismiss men. 

If insufficient goods are produced, consumers will compete 
and force prices up—the higher price will stimulate prqduc- 
tion and this may easily be followed by “over production,” in 
the attempt to satisfy the estimated demand. The great 
advantage of trusts and combines and schemes of rationalisa¬ 
tion is that they may embody a scientific attempt to apportion 
production to demand. Whilst there is freedom to compete for 
the custom of the public, so long will each competitor try to 
secure the largest output in his efforts to secure high profits. 
As there exists no co-ordination, no central authority control¬ 
ling production, the danger of miscalculating the demand for 
the product is ever present. 

The miscalculation may be due to all sorts of reasons—to 
the gro\vth of substitutes, to changes of fashion, to spells of 
good or bad weather. The results may be comparatively trivial, 
as when a new hat which does not take is put on the market, 
or very serious, as when a tram service is completed in a decay¬ 
ing town, involving the uneconomical application of capital 
and labour. Wherever there has been an incorrect anticipation 
of demand or an incorrect estimate of demand there unem¬ 
ployment will occur. As industries are intertwined the un¬ 
employment will spread to other industries. 
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In a similar way imperfect cooperation among producers 
will result in unemployment, or intensify unemployment. The 
great advantage of specialisation is that it involves cooperation. 
Specialised workers in a single firm cooperate, but so does 
the specialised wool grower cooperate with the specialised 
wool spinner, and the coal miner with the iron smelter. In a 
single firm, if the manager is inefficient, one department may 
be working over-time while another may be standing idle 
waiting for work. There is then defective cooperation among 
departments. There may similarly exist defective cooperation 
among firms and industries; for firms and industries are 
customers of one another. Their cooperation may even be 
more imperfect because there is no general manager to secure 
their coordination. If cotton growers expand their cotton 
fields faster than the cotton looms can deal with the product, 
or if the cotton looms expand more rapidly than the cotton 

growers, men will become idle and unemployment figures will 
mount. 

The problem is further complicated by the fact that in¬ 
dustries cannot be expanded or contracted at the same rate— 
different industries take differing lengths of time—and again 
unemployment will follow. 

In both cases—when unemployment results from an imper¬ 
fect anticipation of demand or from an imperfect cooperation 
among producers—the difficulties are aggravated by the lack 
of mobility of working men, by the fact that land and workers 
and plant are too specialised, by all those hindrances which 
prevent a rapid adjustment of the factors of production to the 
new demands. 

Other explanations of unemployment have also been offered 
It has been noted that alternations of slump and boom occui 
with a certain regularity and that this trade cycle has a rhythm 
which it is thought cannot be entirely due to chance. Jevons. 
who investigated this problem, established that between 
1763-1878 there were twelve such industrial and commercial 



IMPERFECT CO-OPERATION 


233 


crises at fairly regular intervals of ten to fourteen years. He 
thought that such crises were due to fluctuations in trade be¬ 
tween England and the tropical and the sub-tropical countries 
which in turn were caused by variations in the amount of heat 
given out by the sun, of which he supposed that the sun-spot 
fluctuation in the sun was the indication. He therefore came 
to the conclusion that a “decennial meteorological period” 
existed which accounted for the regular alternations of boom 
and slump in industry. During the boom it is especially the con¬ 
struction^ industries which expand—iron, steel, shipbuild¬ 
ing; money circulates freely (the Clearing House indicates 
that), prices rise but so do profits, companies are promoted, 
employment is active and overtime is the rule. 

Then the boom passes into the slump. Prices fall rapidly, 
the circulation of money slows down, the rate of interest falls, 
profits decline, wages drop, unemployment mounts. Now it 
is possible that weather and climatic conditions—that sun 
spots—may have something to do with this slump. But, assert 
the critics, the weakness of the theory, however, is that the 
best harvests do not occur with boom years; the contrary 
almost appears to be true, for large harvests mean that markets 
are overstocked, which causes a fall in prices, a slump in trade, 
and extensive unemployment. 

Because in most cases the slump and boom begin in the con¬ 
structional industries some have sought a clue to the problem 
here. They argue that the demand for consumers’ goods is 
generally direct and the market fairly well known, while the 
demand for producers’ goods is indirect and far more open to 
risk. Thus the demand for clothes may be fairly stable, but 
the demand for machinery to make the clothes is open to far 
greater fluctuation. In addition, these producers’ goods take a 
longer time to make, and it is longer still before they are used, 
so that all those taking part in such production—inventors, 
engineers, iron and steel workers—have to think ahead for 
years. As most firms producing similar goods are doing the 
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same, there is far greater risk of overproduction with its 
inevitable trail of unemployment. 

Now there may be some truth in this theory. Periods of 
invention and expansion of industry have coincided with 
boom periods, but if this were the only cause then it might be 
expected that because different industries take different periods 
in which to complete their product, and as inventions and 
improvements do not all come together, a slump in one 
industry would be cancelled out by a boom in another, whereas 
slump and boom, when they come, affect all industries. 

J. A. Hobson has used these facts—^that producers’ goods 
take longer to produce and are more risky in production—on 
which to base his theory of “underconsumption” as being the 
root cause of unemployment. He and his school note certain 
data. In economic society there are great inequalities of 
wealth. The poor must spend on consumers’ goods, the 
wealthy cannot help saving and investing—that is buying 
producers’ goods. Ultimately, because of this “oversaving,” the 
amount of producers’ goods is so large that it is out of pro¬ 
portion to the amount of consumers’ goods t+\at can be sold. 
So that continued saving results in goods being produced 
which the poor cannot afford to buy. As these goods remain 
unsold, panic overtakes the investing public. They cease to 
invest; there is no further demand for constructional goods 
and the slump follows. 

Now it is true that panic at times overtakes the business 
community. Mr. Hobson’s cure for unemployment is “more 
spending and less saving.” But, assert the critics, people who 
save do not invest their money thoughtlessly. Optimism it is 
true may overreach itself in investment, but on the whole most 
investments are cautiously made, with careful regard to the 
purchasing capacity of the final consumer. Less saving would 
mean fewer capital goods in the future and an economic worlA 
inclined to become static in industry and commerce. 

Still another cause for this rhythmical ebb and flow of 
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industry is put down to the action of banks and their monetary 
policy. Our monetary system is based on gold. But as industry 
expands it is financed by bank credits. When these bankers’ 
loans are found to be too large for the gold reserve, then banks 
restrict credits—that is they call in loans and refuse to lend 
any more except at a higher rate. Even then some businesses 
may continue to borrow, until one firm just overdoes it and _ 
crashes. This starts a panic, because industrial life is based 
upon a very delicate factor, confidence. Other firms then 
begin to curtail production and dismiss their men and the 
symptoms of the industrial slump become visible everywhere. 

Many others, while agreeing that there may be an element 
of truth in this theory that unemployment may be caused by 
the action of banks, base this rhythm of industry upon a 
psychological foundation. They explain that business is con¬ 
ducted on confidence, and that if anything occurs to cast but 
a shadow of doubt on this confidence, then a crisis begins, 
and the slump follows. The slump will last until the stocks 
held by the consumer are exhausted, until the firms which 
remain in the industry after bankruptcy has weeded out the 
weaker firms can just continue to survive. Then the demand 
for the smaller supply of goods will cause a rise in prices. 
People are compelled to draw on their savings and invest¬ 
ments, which in turn checks production and accelerates the 
rise in prices. So the boom begins, until confidence is again 

undermined and the rhythm continues. 

Society has as yet found no cure for unemployment. It is 
the price paid by society for industrial and commercial 
advance. It may be alleviated by sympathetic understanding. 
It can be reduced by common and concerted action. It is 
the greatest social disease of industrial society. 
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TAXATION 

So far Man’s activities as a producer and a consumer have 
been considered. But Man lives with other men. He lives in 
a community and the community is organised politically as 
a State. What the precise functions of the State are is open 
to acute controversy. It is a problem of Politics rather than 
of Economics. Only in so far as there is an economic aspect 
to the activities of the State, is it the concern of the economist. 

The difficulty that arises in discussing the economic activities 
of the State is complicated by the fact that when the economic 
activities of a particular state are analysed, the facts of what 
actually are the economic functions of that state become 
merged in the larger problem of what should be the economic 
activities of the state. 

Still a further difficulty arises. The idea of the state itself— 
its functions and its duties—varies from age to age. The 
English state of the Middle Ages differs from the English 
state of the twentieth century. But so does the idea of the 
English state differ from that of the American or Japanese 
or Russian state. Each civilization, each people, each age erects 
its own state, and fear of state activity or the demand for state 
activity will depend largely on historical circumstances. 

In eighteenth century England there grew up a distrust of 
the state. Its machinery appeared cumbrous, its officials 
corrupt, its laws antiquated, its industrial rulings hampering. 
Consequently in the industrial and the commercial sphere 
the individual claimed freedom to behave as he thought best. 
It was argued that each person, by seeking for himself the 
greatest quantity of goods and services, became not only as 
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useful as possible to the rest of the community, but that if 
every person behaved in a similar way, the community as a 
whole would benefit, and secure the greatest possible welfare. 

It was therefore urged that the function of the state was 
purely a negative one—to refrain from interfering, to keep 
out of the way, and let individual self-interest work itself out. 
This system was called laissez faire. Under the influence of 
such ideas, many laws which the state had previously passed 
regulating craft life, the wages of labourers, the import of 
commodities, were repealed. Freedom of enterprise, personal 
initiative, self help, were thought to be fostered. 

But the fact that man fives in a community compels the 
community to act through the state. For example, even in 
the eighteenth century, in spite of the ideas of laissez faire, 
landowners by the Corn laws invoked the help of the state to 
protect them from the import ot foreign corn, and in¬ 
dustrialists sought the help of the state to prevent their 
labourers from combining in Trade Unions. To-day the very 
bases of economic fife—private property and economic 
freedom—depend on the state’s sanction. 

Without entering into a discussion as to what should be 
the economic activities of the state, this chanter can be limited 
to what are the economic functions of the English state in 
the twentieth century. In the first place then, it secures the 
necessary law and order within the realm which is the essential 
pre-requisite of all economic activity. The economic import¬ 
ance of the state control of the police could only be visualised 
if each person had to undertake his own protection and guard 
his property against attack. Again, individual enterprise 
would fail in the “business of defence” against external attack, 
so that the defence forces, the army, the navy, the air force, 
are state services. A community could of course hand over 
its defence to a private person or company, and pay—as in 
all economic activity—according to success or failure. The re¬ 
sult would not be, however, very encouraging. The state, too. 



TAXATION 


238 

has monopolised the service of justice. It has monopolised the 
issue of legal money within the realm. It controls the roads 
in its territory. Its laws sanction private property and make 
possible economic freedom (which permits production to be 
so flexible). These activities are mainly of the kind in which 
individual effort would fail and the state thus creates the legal 
environment in which economic life can shelter. 

The State also interferes in and regulates the economic life 
of its people. For example, in the realm of production, it 
has forbidden the employment of children below a certain 
age, and of women and children in certain industries. It has 
regulated the hours of work and has insisted on certain 
minimum standards of health conditions in factories and 
workshops. It has ordered machinery to be fenced and has 
specially regulated work in dangerous trades. In most of these 
cases, the industry has not suffered by such interference—in¬ 
deed production has been increased, although whether pro¬ 
duction would have increased had there been no such 
regulation would be difficult to say. In all such cases the State 
has affected production by reducing the Subjective Costs of 
industry and consequently it has increased the welfare of the 
individual (even if production had not been stimulated). 

The State has a duty to the community which the individual 
can ignore. It can take a longer view than any individual 
employer or worker. Where private enterprise is inadequate, 
where it would not pay any private individual to run an 
enterprise or a service—such as the education and health 
services—there the state can function. By securing the health 
and education of the present generation, the future genera¬ 
tion can be economically more productive. 

By its legislation, the state affects the number and quality 
of the population, and therefore ultimately the labour supply 
and the productivity of the nation. By aliens’ laws it checks 
the free flow of labour to these isles; by a bounty on imperial 
settlement it encourages emigration to such lands as Canada 
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and Australia. It affects the quality of the population by free 
and compulsory education for all children, and by its scholar¬ 
ship system, secondary and university education are made 
available for those able to pass certain tests. Owing to the 
urgency of present needs, parents may be either unwilling or 
unable to educate their own children. The state steps in where 
private effort fails. Similarly it influences future production 
by supplying clinics for mothers and children, and meals and 
medical services at school. It influences both present and 
future production by a system of state insurance against sick¬ 
ness and unemployment. It has attempted to aid the flow of 
labour to the industries needing labour by a system of labour 
exchanges. In certain (sweated) industries it has set up 
machinery to establish a minimum wage; it has given subsidies 
to other industries (coal) to enable the industry to pav a 
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living wage. 

It has also given subsidies to enable houses to be sold or 
let at prices which are not the result of free competition. It 
also interferes and helps—in production, by its patent laws 
and copyright regulations in order to give the inventor or 
author a legal right to the rewards accruing from his inven¬ 
tions or his knowledge. Its laws enable the savings of its 
citizens to be mobilised by Joint Stock companies. In certain 
cases of monopoly—where monopoly is essential to efficiency— 
It regulates industry, although in its attitude to monopoly as 
a whole it is still undecided. The state too, forbids the manu¬ 
facture of harmful drugs and regulates even their medicinal 
use. 

Just as the state interferes in production, to facilitate it by 
its laws; to supplement it, when private effort would prove 
inadequate; to control it in the interest of the future; so it 
influences distribution. Some economists have even suggested 
a new source of income resulting from the state influence 
on distribution-income from Civic Rights. According to 
“economic law,” only those should receive goods and services 
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who have conti-ibuted to their production. But the state gives 
free education to children and pensions to the aged. It dis¬ 
tributes grants to those who do not work (it is assumed that 
they are willing to work, but are unable to find any). By 
subsidising houses it adds to the “goods” of those who live in 
them. The state and municipality provide museums and art 
galleries, parks and open spaces, which add to the welfare of all. 

Just as it affects the free flow of labour by immigration laws, 
so it affects the free flow of goods by tariffs. Some have even 
^*^^8^^sted that the state should enter industry itself and be¬ 
come an employer of labour, as it already does in the case of 
the post ofiice, and as some foreign states do in the case of rail¬ 
ways, and even in shipping. The true functions of the state 
are indeed a matter for controversy. 

Although the state is therefore extremely active in regulat¬ 
ing industry and commerce, its contact with the community 
as a whole is through the medium of taxation. 

The state like the individual has wants. The wants will of 
course depend on the functions of the state and its obliga¬ 
tions. It has need of an income because it has to meet expen¬ 
diture. The income of the state is provided by its members. 
A comparison has frequently been drawn between the wants 
of the state and the wants of the individual. It has been con¬ 
tended that the state, like the individual, has a certain 
standard of living (the Standard of Living can be taken to 
mean that the satisfaction of certain wants has gone on long 
enough to become a habit) so that poor states have to forgo 
what rich states can afford, and that just as individual wants 
can be defined as necessities, comforts, and luxuries, so the 
wants of the state can be similarly classified. 

It would be interesting to attempt such a classification. The 
state needs defence against attack and internal order—these 
might be necessities. Is education—^the state wants to educate 
its children—a luxury or a comfort.!^ Are the health acts and 
the factory acts luxuries.!^ (the state wants to maintain tb* 
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health o£ its people and reduce the subjective costs of factory 

industry). Obviously it is just as difficult to classify the wants 

of the state as those of the individual. The luxuries of to-day 

become the comforts of to-morrow and the necessities of the 

day after. In other words, the wants of the state increase 

^ its functions increase and as its functions increase so does 
its expenditure. 

The analog between the state and the individual is not 
quite parallel. The state like an individual can be regarded 
as an employer of labour. As the wants and the functions of 
the state increase, it must have an increasing body of em¬ 
ployees—Civil Servants—to satisfy the nation’s wants. Now 
an ordinary person, acting on his own behalf, would employ 
men only if they produced a profit to himself. The state 
engages these men not with a view to profit making, for it 
is acting on behalf of the whole community. It believes that 

the nation secures the best return from the increased welfare 
resulting from their activities. 

Again when any person offers a sum of money for any 
wmmodity or service he expects to receive it in exchange. 
The amount offered is accepted as the value of the commodity 
or service. But in the case of the state, while the community 
as a whole pays the amount required and the community as 
a whole receives the services it has bought, the individuals 
who contribute to the payment do not receive any benefit in 
proportion to their payments. It might be true to say that on 
the whole the less a person contributes the more does he re- 
ceive. The poor for example receive the same benefits from 
the defence services” as the rich, although their contribution 
IS far less and they receive on the whole a larger benefit from 
the social services. The wealthy do not send their children 
to state schools, nor are their children eligible for free places 

The third difference is that whereas the individual has to 
earn his income first and then spend it to satisfy his wants- 
his satisfactions depend on his income—the state does the 
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reverse. It decides its wants first, and then collects its income 
to satisfy those wants. 

The expenditure of the government is sometimes divided 
into Productive and Unproductive expenditure. In the strictly 
economic sense, all the expenditure is productive since it 
satisfies wants. The term therefore has a specialised use here. 
By “productive” expenditure is meant the expenditure from 
which the government obtains a further revenue. For ex¬ 
ample, State expenditure on the Postal service, and Municipal 
expenditure on a Gas or Tramway service, would be regarded 
as productive—even though they would not be run at a profit. 
As long as there is a Revenue which can be offset against 
expenditure, the service is considered as “Productive.” On 
the other hand, the Health services and the Education ser¬ 
vices, even although they satisfy the wants of the nation and 
increase the health and the intellect, and therefore the produc¬ 
tive powers of the people, are classed as Unproductive, simply 
because no money return is possible. Their return cannot 
be measured. 

The income of the state is obtained mainly by taxation (by 
rates, in the case of local authorities) but not entirely. It also 
obtains some income from property it possesses, and from 
the productive enterprises in which it engages. 

The revenue from the private property of the state includes 
the income from Crown Lands, and the dividends from the 
shares in the Suez Canal. These, with the revenues from 
productive enterprises, are sometimes known as the Quasi- 
Private Revenue of the state, for it closely resembles the in¬ 
come of a private individual. Thus the Post Office gives a large 
annual return. Similarly the profits from the work of the 
mint go to the state. In countries which own their own rail¬ 
ways, the state secures a large revenue from this form of 
property, as do the states which hold the tobacco monopoly. 

But by far the largest revenue comes from taxation. The 
various kinds of taxation can be classified as Direct and In- 
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direct. Direct taxation is generally taxation on income and 
indirect taxation on goods. The state income is thus a deduc¬ 
tion from the income of its individual members. On the whole 
those who pay Direct Taxes cannot pass on the payment; those 
who pay Indirect Taxes can and do pass on the payment to 
the final consumer. 

The best examples of Direct Taxes are the Income Tax, the 
Death Duties, the Land Tax, the Stamp Tax and the various 
licences which have to be taken out for motors, dogs, guns, 
carriages, and men servants. Indirect Taxes consist mainly of 
Excise Duties, that is taxes levied on the production or con¬ 
sumption of goods within the realm, and Customs Duties 
which are levied on goods brought into the country. As these 
goods are taxed, the producer (for example, the brewer who 
pays the Excise Duty on beer) or the Importer (for example, 
a merchant who pays the Customs Duty on tea or tobacco) 
passes on the tax to the consumer, by raising the price of the 
goods. (When taxes are levied according to the value of the 
goods they are called Ad Valorem Dunes, British customs 
duties are generally not fixed according to values but accord¬ 
ing to quantities. These are called Specific Duties.) 

Where the burden of the tax actually falls is called its In¬ 
cidence. In the case of Direct Taxation, the incidence of the 
tax falls on the actual payer; in the case of Indirect Taxation 
the incidence of the tax falls on the final consumer. 

Every Chancellor who imposes taxes has to think of the 
ultimate effect of a tax, as well as whether the tax will bring 
in the required revenue. For example, in the case of indirect 
taxation, if a tax is imposed on tea the higher price of tea 
might lead to less tea being drunk and the effects might flow 
right back to the tea planters, to the tea merchants, to the tea 
carriers, who would all suffer from the results of the tax. 
Even if the demand for tea were inelastic, so that at the higher 
price still the same amount of tea was drunk, even then the 
effects of the tax might be harmful; for a greater part of the 
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consumer’s income would be spent on tea, which would mean 
that less was being spent on other commodities and services, 
and this would cause loss and unemployment to those pro¬ 
ducing the other commodities and services. 

Similarly, in the case of Direct Taxation, as the tax is in¬ 
creased so less is spent or saved by the payer, and in either 
event, the effects are widespread. Or the tax may be so large 
that it may make the business man think that if his income 
is to be so heavily taxed, it was not worth while producing. 
On the other hand the higher tax might prove an incentive 
to further effort on his part, in order to pay the heavy tax and 
still maintain his accustomed standard of living. In technical 
language it will depend on his “elasticity of demand for in¬ 
come in terms of effort.” 

The same argument would hold good in the case of Death 
Duties. The effort to save may be relaxed, or, on the other 
hand, they may prove a further incentive. Business men on 
the whole now meet the demands of the exchequer with a 
grace which would have been considered impossible in the 
nineteenth century. Whenever a tax limits production, the tax 
is of course harmful to the industry concerned as well as to 
the whole nation, for it will ultimately bring in a reduced 


income. 


The state, having wants, decides to satisfy these wants by 
obtaining a revenue from taxation. But the state may use 
the machinery of taxation for other purposes besides that of 
merely obtaining a revenue. It may use it on Moral grounds. 
Having decided for example that the consumption of alcoholic 


liquor is harmful, it may 
it and so raising its price. 


decide to check its use by taxing 
It may so decide in the case of 


tobacco or any other drug. 

Similarly it may use the machinery of taxation for Social 
purposes, in order to adjust the existing inequalities of wealth 
by taxing large incomes far more heavily than smaller in¬ 


comes. 
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Or again it may use the same machinery for Political pur¬ 
poses, imposing for example a tax on imported goods in order 
to encourage home manufacture. For the state does not art 
from an economic motive only. Its interests embrace all the 
activities of the community. 

The source of the State Revenue or the National Income 
is the nation itself, and the State has next to consider how to 
distribute the taxation among the individual members of the 
nation. 

In dealing with this problem in the eighteenth century, 
Adam Smith laid down four canons of taxation which are 
still applicable to-day. He suggested that taxation should be 
based on Equality, Certainty, Convenience, and Economy. 

By Equality he meant that the state should impose its tax¬ 
ation with regard to justice and so make every person con¬ 
tribute according to his ability to pay. Adam Smith considered 
that ability was in proportion to one’s income. But here he 
was wrong. According to the Law of Diminishing Utility, 
^5 out of an income of >^100 is worth more to the owner 
than /50 out of an income of ;^iooo, although both amounts 
are in the same proportion. To be just, therefore, taxation 
should be not only proportional but Progressive—that is, in¬ 
creasing in rate as the income increases. 

Progressive taxation can be easily adjusted in the case of 
direct taxation. It is almost impossible to introduce this pro¬ 
gressive principle in the case of indirect taxation. In order 
to avoid a large number of small taxes, indirect taxes are 
generally imposed on a few staple commodities which people 
constantly use—tea, sugar, tobacco, beer. Consequently as the 
poor spend a far larger proportion of their income than the 
rich on staple commodities, taxation of such goods is generally 
Regressive; that is a heavier burden is imposed on the poor 
than on the rich. Most states therefore rely, in justice, more 

on direct taxation than on indirect taxation to obtain their 
income. 
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riie second canon of taxation—Certainty—deals rather with 
the method of collecting, than with a principle of distribution. 
It is a good administrative rule that the tax which the in¬ 
dividual has to pay “should be certain rather than arbitrary, 
that the time of payment, the manner of payment and the 
quantity to be paid ought to be clear and plain.” It is equally 
obvious that all stand to gain if the payment is called for 
and made at as convenient a time as possible. 

It would, in addition, be very foolish for the state to impose 
a tax which would cost so much to collect that the revenue 
might be less than the cost of collection. Excise and Customs 


duties need a large army of officials; they encourage 
smuggling; they may interfere with trade. On the whole 
therefore, Direct Taxation appears to be not only more just, 
but it satisfies most canons of taxation. Indeed the proportion 
of Direct to Indirect taxation has changed from being 33% 
of direct to 67% indirect in 1850 to being 67% direct and 33% 
indirect in 1925. 

Professor Bastable has supplemented the four canons of 
Adam Smith with two others—that taxes should be Productive 


large 


and that they should be Elastic. 

It would hardly be worth while imposing a new tax which 
brought in only a small revenue, for the friction which the 
tax would excite, its political consequences, might outweigh 
its economic advantages. In addition a tax, to be Productive, 
must not injure or weaken the source from which the tax is 
derived. For a tax may so diminish the business done or the 
business profits, that the yield of the tax itself will ultimately 
decline. ^ 


Taxes too should be Elastic, in the sense that if they are 
increased, there will not result a falling off in the revenue 
derived from them. This canon should apply equally to in¬ 
direct as to direct taxation. If for example an increase in the 
Income Tax or in the Tea Duty led to the results that business 
incomes were badly impaired or that less tea was drunk, then 
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not only would the nation as a whole suffer but the revenue 
itself would suffer. 

The main arguments for Direct Taxation can now be 
summarised. 

1. It has the advantage of low cost of collection. 

2. Any increase in wealth actually yields an increase in 

revenue. 

3. Direct taxation is generally elastic. 

4. The tax payer knows what he has to pay and when 

he has to pay. 

5. It can be adjusted to become Progressive. 

6. Citizenship is helped by a knowledge of what one pays. 

Those who still prefer Indirect Taxation argue that 

1. Direct taxation leads to evasion and fraud. For ex¬ 
ample, the fact of declaring one’s income brings in a con¬ 
nection between extent of taxation and extent of honesty. 

2. People prefer indirect taxation because they do not feel 
the burden, the tax being hidden in the price of the goods. 

3. By taxation of luxuries, only the wealthy need pay. 

4. The state can use taxation for other than revenue pur¬ 
poses. 

Taxation then is an essential interference by the state in 
the private concerns of the citizen. In actual fact large portions 
of our taxes go to paying off the debts incurred in past wars 
and in maintaining our defences to prevent—some say to pre¬ 
pare for—future wars. In addition, the objects of taxation are 
to supply those goods and services which private enterprise 
might fail to do adequately, to supplement private enterprise 
when it falls short of national requirements and lastly to pro¬ 
vide a minimum of subsistence for those citizens who can 
find no place in the economic system. When a machine be¬ 
comes obsolete it can be scrapped; when a man has no niche 
in the economic order, he cannot be thrown aside. The 
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economic system by itself would abandon men just as it docs 

machines, but no civilised society could allow the economic 
motive to become the only motive. 

Local Authorities also impose taxation, which is known as 

Rates. Under the English system of local government, the 

local authorities are responsible for such services as police, 

street lighting, removal of refuse, the upkeep of roads and the 

supply of gas, electricity and tramways, where such services 

are municipalised. Unlike taxes, which are uniform over the 

whole country, rates vary from locality to locality. Again, 

unlike taxes which are levied on a variety of objects, rates 

are levied only on the householders or occupiers of houses in 

the area. Lastly, taxes contain some elements of uncertainty. 

The exchequer never knows exactly what the annual revenue 

will be. Rates are fixed beforehand, and the amount is equally 

divided among the residents according to the rateable value 
of their houses. 

The rate is fixed at so much in the pound. For example, 
if the local expenditure needed were ;i^iooo and the rateable 
value of the area were assessed at ^10,000 then the rate im¬ 
posed would be IS. in the All houses have a rateable value 
assigned to them, so that if a house were valued at ^^40 a 
year then the occupier would pay forty times 2r. or ^4. 

There have been various criticisms levelled at rates as a 
method of levying the local income. It has been pointed out 
that some professional people have to live in a better house 
than they can really afford, while some people who can afford 
to live in a larger house may deliberately choose a smaller 
house to avoid paying high rates. So that the canon of justice 
may be evaded in rate assessment. 

Again, there has been a demand to equalise rates over large 
areas, for the demands on poor areas are, relatively to wealthy 
areas, very large; so that poor areas, simply because their 
burden is already great, are further burdened by high rates. 

It is further contended that the income tax returns for 
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national purposes would be a far juster indication of ability 
to pay than the size of the house in which people dwelt. 

But both the municipality and the state are not always open 
to argument from the aspect of equity or even of economic 
purpose. Political influences play a large part, and the inertia 
of what already exists is difficult to overcome. A new tax, a 
new system of rates, will always disturb the political calm and 
will be avoided by politicians. 


CHAPTER XIX 


THE STATE AND TRADE 

Economics and politics frequently meet, but rarely so often 
as over the problem of tariffs. Should industry and com¬ 
merce be regulated by the state or should goods be imported 
and exported freely without any state intervention? 

The tradition of state intervention is very powerful. In the 
fourteenth century, when international trade ^gan to develop, 
the state carefully regulated both the import and the export 
of goods, with a view to enriching England. Because money 
was regarded as the stable form of wealth, only gold and silver 
were allowed to come into the country in exchange for goods 
exported. This is known as the Bullionist Theory of Trade. 
Exports of goods were encouraged, which were to be paid for 
in specie. Imports of goods were discouraged, as well as the 
export of gold and silver to pay for them. Laws were passed 
to prevent the country being “drained of gold.” 

As most countries shared similar beliefs on foreign trade, 
little trade was done, and state regulation merely hampered 
the free flow of goods. 

Gradually it began to be recognised that there were some 
goods that England had to import. They were needed at 
home and yet could not be produced at home—as for example 
spices from the East. The rigid Bullionist Theory was there¬ 
fore modified to the Mercantile Theory. The influx of gold 
and silver was still aimed at. But the method was altered. 
It was argued that some goods might be imported, either for 
home use, when they could not be produced at home, or for 
re-export to Europe in exchange for gold and silver. But in 
any case the amount and kind of goods imported were to be 
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less than those exported. So a Favourable Balance o£ Trade 
would be secured. 

Laws were therefore passed to restrict and if possible pre¬ 
vent the import of such goods as could be produced at home, 
while the export of goods was encouraged by bounties. Pro¬ 
tective duties on imports and bounties on exports were the 
key to this Mercantile Policy which aimed at “power rather 
than plenty.” The motive, that is, was political rather than 
economic. The nation deliberately subordinated economic 
gain to political purpose. It aimed at security rather than at 
abundance. 

Of course this policy would ultimately have defeated itself. 
If the inflow of gold and silver continued, the result would 
be that prices would tend to rise. This in turn would mean 
that high prices would encourage imports and discourage 
exports—in spite of governmental regulation. 

As the Industrial Revolution of the eighteenth century pro¬ 
ceeded, the need for foreign material and for foreign markets 
became urgent. A theory therefore grew up that the Mercan¬ 
tile Policy was obsolete and that what was now needed was 
complete freedom to import and complete freedom to export. 
The Mercantile Policy was then gradually abandoned. Laws 
were passed which repealed all the regulations with regard 
to the entry and the export of goods and Free Trade was 
ultimately adopted as the English policy. 

The present-day controversy between Protectionists and 
Free Traders is not entirely an economic controversy. Political 
feelings influence the discussion. Industries have in fact be¬ 
come localised in certain areas and in different countries. 
Generally they have settled where conditions have best suited 
them, although political considerations may have been as 
powerful as economic influences in deciding this localisation 
of industry. Many states desire to alter the localisation of 
industries which has developed as the result of historical and 
economic causes. They attempt to do this by imposing a tax 
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or duty on goods imported—a duty which of course is not 

imposed on similar goods produced within the realm. A series 
of such duties is called a TarifF. 


argued 


miposition 


is protected from foreign competition then it will prosper. 
Therefore if all national industries are protected against the 
importation of foreign goods, they must all succeed. 

Now it is true that a particular industry will succeed if an 
artificial security is created by prohibiting the import of any 
goods which will compete with it—^that is if the law creates 
an artificial scarcity. But the customers of that industry do 
not gain; they have to pay artificially-created high prices for 
the product. So that if all industries were protected, then the 
consumer would have to pay high prices for all his goods, 
and in addition the export trade would suffer because at the 
high prices ruling, goods could not be sold abroad. 

For example. Let us imagine that a certain type of penknife 
costs 3^. in England and it is found that a similar pen¬ 
knife, when imported, can be sold for tj. 6 d. If the imported 
penknife was sold for more than y. then there would be no 
demand for a tariff. Clearly the buyer would purchase the 
home-made article at the cheaper price. 

It is because the imported knife is cheaper, that a tariff may 
be demanded and imposed “to protect home industry.” Now 


un 


several results, argue the Free Traders, will follow. 

First, the buyers would be paying a higher price for their 
knives. Whereas without a tariff a knife would cost is.(td., 
it now costs y. Secondly, because another area was able to 
produce a knife at is. 6 d. while it costs y. to produce it at 
home, presumably that other area possesses relative advantages 
in producing that commodity. The tariff will then artificially 
stimulate production, where it is not so well suited. Thirdly, 
the imported knives will be oaid for obviouslv bv jroods mann- 
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factured at home. This check on imports, by a tariff, will 
then injure some export industry. 

It is then argued that if conditions were normal and the 
factors of production fully employed at home then nothing 
would be gained by a tariff. But during abnormal times when 
men are unemployed and machines idle, when factories are 
either closed or working short time, then it is unwise to allow 
cheap imported goods to enter and further injure English 
industry. That suggests that tariffs might be used as an 
“Emergency Measure,” to tide over a particular period of 
distress and as a cure for home unemployment. 

Now this argument supposes rightly that the reason people 
buy imported goods is that they are cheaper. If they were 
dearer than home made goods, then no duty would have 
been necessary. Now if a duty is imposed to induce people 
to buy home produced goods, buyers will obviously be paying 
a higher price for their commodities than if they bought the 
imported commodity. 

In addition, if goods cease to be imported then exports cease, 
for the goods sent here are not given away; they are (it has 


been seen) payment for goods and services sent abroad. So 
that if people abroad cease buying as freely as before there 
will be unemployment in the exporting industries. Unemploy¬ 
ment will not have been cured. All that will happen will be 
that the factors of production, including of course labour, will 
be diverted from the exporting industries to those producing 
for the home market—because of the tariff. Because a duty 
was needed to create this diversion of the factors of produc¬ 
tion then it follows that the country is less suited for the new 
industry than it is for the exporting industry. Unemployment 
has not been cured and the burden of the change has been 
thrown on to the buyers, who are now paying more for their 
goods than before. 

Another argument in favour of tariffs is that they protect 
well-paid workers within the country from the competition of 
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ill-paid labour outside. Now this contention raises two im¬ 
portant considerations. Protection means high wages, it is 
said; tariffs are needed against goods produced by “sweated” 
labour. First then, it is untrue that high wages cause dearer 
goods, and low wages of “sweated” workers cheap goods. 
Generally low wage earners are apt to be inefficient and 
frequently low paid labour is more expensive than highly 
paid labour. If English labourers are highly paid, receiving, 
let us say, double the wages of Japanese labourers, but at the 
same time doing four times the work, then English products 
will be cheaper than Japanese. 

Wages too may not be the only cause of dear goods, for 
the efficiency with which the industry is organised, the 
machinery used, even the climate will determine output and 
price. Even if the wages paid were the only cause of the high 
price of the commodity, it is still doubtful whether it would 
be sound economically to maintain high wages in one industry 
at the expense of the whole community and at the expense 
of the export trade. 

It has, however, been contended that in spite of these argu¬ 
ments the competition of low wage labour is really serious 
and that it does undermine the standard of living of well- 
paid labourers. For it is pointed out higher wages will mean 
higher productivity only up to a point. When the work is 
mechanical and wages are sufficient (not so high, of course, 
as in the home industries) competition is generally very 
destructive of the higher level. And although it is true (using 
the Marginal Productivity Theory of wages) that labour costs 
equalise themselves out by the flow of capital to areas where 
wages may be unduly low, yet such would only be the case 
in the long run. During the period of transition, over a short 
period, incalculable injury may be done to the better paid 
workers. Moreover the flow of capital abroad may result in 
a dearth of capital at home with consequent unemployment. 
There appears therefore a powerful case for a tariff against 
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“sweated” goods when they compete with home products. 

Against this Free Traders contend that the difficulty now is 
to decide scientifically what exactly is meant by the term 
“sweated” goods. The standards of nations differ so widely 
that wages which to an Englishman appear sweated might 
be the reverse, say, to the Japanese, because of the differing 
conditions of living and tradition in the two areas. It might 
therefore be wiser to rely on some such influence as the 
growth of Trade Unionism and of international labour 
regulation and of a rise in social standards to equalise the two 
countries. For otherwise the buyers would bear the burden 
of a tariff and the export industries would suffer. 

It is also claimed that tariffs should be imposed to prevent 
“dumping.” It is argued that in another realm a particular 
firm may enjoy a monopoly so that it can charge a relatively 
high price for its products. But in order to produce on a large 
scale, in order to secure the economies of large scale produc¬ 
tion, it has to seek foreign markets, for the home market 
cannot absorb the output. It can therefore sell abroad below 
the cost of production. Those in support of a tariff argue that 
the aim of the dumper is to destroy native industries and then 
charge the highest price he can. 

Free Traders admit that wherever it may be possible to 
discern deliberate underselling in order to secure a monopoly 
some action might be taken. But they argue that if the price 
of the imported commodity is ultimately raised then competi¬ 
tion will readily emerge. In addition, unless the “dumpers” 
are world monopolists, they can gain little by destroying a 
native industry, for another producer in another part of the 
world may undersell them. Lastly they claim that if foreign 
firms wish to sell more cheaply here, then buyers obviously 
stand to gain. It would be absurd to protect them against 
cheaper goods. In any case, it is argued, dumping must from 
the nature of the case be spasmodic and temporary and it 
would not be wise to upset the whole fiscal policy of a nation 
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to meet a temporary situation. 

Tariffs have also been strongly defended in those cases 
where they nurse an “infant” industry to maturity. It is argued 
that the instrument of the tariff might be used to divert the 
factors of production to an industry which could easily and 
cheaply be developed within the country itself, if only time 
were allowed for it to establish itself. The duty on the im¬ 
ported article would shelter the infant industry during the 
period of growth and when at last it reached maturity, the 
tariff could be removed. 

Free Traders answer that tariffs designed to foster “infant” 
industries suffer from grave risks. For it would be difficult to 
decide what in fact was an “infant” industry. Resources may 
be wasted in making commodities which can really be ob¬ 
tained much more economically in exchange for more suitable 
home-made products. To look ahead in order to say which 
industries will grow is difficult. It risks directing the factors of 
production into wrong channels, for the industry may turn 
out to be unsuitable and never really establish itself. Those 
industries which are thus protected will find it convenient to 
remain “infant” as long as possible. For once the tariff is 
imposed it is difficult to remove it. No tariff could nurse to 
maturity an industry really unsuitable—for example tea grow¬ 
ing in England. What is suitable may be open to controversy. 

Wherever a tariff is imposed it checks the advantages which 
have arisen from the localisation of industry. It aims at 
making the country more self-sufficing by checking the import 
of goods. If a similar policy were followed by counties and 
towns—and to carry out the policy logically by each individual 
—then all the advantages of organisation, specialisation and 
division of labour which have been secured would be lost and 
the standard of the world inevitably fall. 

Many who support tariffs recognise thi«, but contend never¬ 
theless that there are advantages to be secured by making 
their country independent of the rest of the world, even 
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though one of the results may be to reduce the benefits gained 
from taking advantage of the special suitability of various 
parts of the world for different products. The country might 
lose in production per head; it might suffer a lower standard 
of living, but it would gain in independence and power, and 
ultimately in “welfare.” 

It would gain by being not so over-specialised. There would 
be a greater diversity of industries. While the country 
specialises in a few products, it risks all on the future of those 
products. If the supply is cut off, if the demand changes, if a 
substitute is found, then the loss becomes of the nature of a 
national calamity. Because Lancashire is so overspecialised, it 
suffered terribly when the supply of American cotton was 
cut off by the Civil War, and is suffering terribly now that 
the Indian markets are not available. It is admitted that a 
tariff may be a loss—that it may keep alive an uneconomic 
industry or that it may raise prices—but the loss would be 
relatively a lesser evil, for in the long run the country would 
gain. For the economic future would be less uncertain and 
less a matter of chance. 

The opponents of tariffs answer that the economic inter¬ 
locking of the world is inevitable, that specialisation is 
essential, that no country is in fact so overspecialised, that 
there always exists sufficient diversity of occupation for losses 
to be counterbalanced by gains. 

Lastly those who support a tariff do so, not on any economic 
grounds but from political motive. It is argued that a people 
desirous of political independence must also secure economic 
independence. Otherwise, whenever its integrity is threatened 
by war, then if, for example, it has to rely on imported food, 
the nation itself is in danger. So that it should be wise lor 
every nation* no matter whether the country is well adapted, 
to grow its own food, to foster its own munition works, to 
encourage its own chemical industries, for its independence 
hinges on these key industries. 
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The country must then choose how far it is prepared to live 
throughout the years of peace in order to be prepared for 
war. The choice is a matter of politics rather than of 
economics. Logically the best solution might be to divert all 
the nation’s resources to the production of armaments. The 

last war has proved that insecurity is the result of such a search 
for security. 

Those who advocate Free Trade claim that the greatest 
production per head—that is the highest standard of living, 
is secured when the world’s resources are allowed to flow into 
channels where they can be employed to the greatest economic 
advantage (that is to those areas having the greatest relative 
advantages), that the economic interdependence of the world 
results in greater productivity and lower prices per unit of 
output, that it secures higher real wages than would be pos¬ 
sible under Protection, which implies the artificial direction of 
the world’s resources to suit particular objects. And that 
Tariffs once imposed are difficult to remove, for they tend 
to create vested interests and monopolies. When a business is 
failing the owner will turn to the government for aid rather 
than put his house in order, and the artificial shelter afforded 
by tariffs may even injure the efficiency of business. 

There is one further argument put forward by those who 
favour a tariff. They agree that certain industries can never 
be effectively encouraged (such as rubber or rice or banana 
growing) no matter how high the tariff. But they wish to 
impose a tariff “in order to tax the foreigner”, “to make the 
foreigner pay.” It may be possible to imagine some unique case 
where the imposition of a duty would not raise prices to the 
buyer or affect the amount sold. But if the foreign seller still 
sells the same amount, the tariff would afford no protection 
to the native industry. And if, of course, the duty is added 
to the cost of the article, the consumer would suffer. 

A case might however exist if the home country had a 
monopoly of any commodity—whose demand was inelastic 
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l£ the “foreigner” needed this commodity, the State could im¬ 
pose a “duty” on exports and so “tax the foreigner ” But such 
cases are extremely rare and a duty would of course encourage 
the production and use of substitutes, and so injure this 
exporting industry. 


« 


CHAPTER XX 

ECONOMICS AS A SCIENCE 

The word Economics comes from a Greek word which means 
Household Management. It implied care in obtaining the 
household income, careful planning in its spending, care in 
its distribution among the members of the household. 

The word Political is also of Greek origin. iroXi^ (polis) 
was the Greek for City State—the Greeks had not yet de¬ 
veloped a nation state. So that Political Economy was used 
to describe the study which related to care in the getting and 
the spending of the income of the state. 

When modern economists use the term Political Economy, 
they may mean the study of National House Keeping, more 
often the simple term Economics is used, to describe the 
“Science of Wealth.” Many efforts have been made to define 
accurately this science of economics. Some economists say 
simply that Economics deals with the “principles of wealth 
getting and wealth using.” Professor Marshall defines it as 
“a study of man’s actions in the ordinary business of life; 
it inquires how he gets his income, and how he uses it. Thus 
it is on the one hand a study of wealth and on the other and 
more important side, a part of the study of man.” Some 
economists merely say that economics is the “Science of the 
Wealth of Nations.” 

The difficulty which exists in formulating a satisfactory 
definition points to the essential peculiarity of economics as 
a science. Some have doubted whether it is right to call 
economics a science at all. Science, they urge, is exact 
knowledge, yet in economics, different theories pass for truth 
at different times, and at any given time economists disagree 
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among themselves. How then is it possible to give to some¬ 
thing so vague and contentious the name and dignity of a 
science ? 

This criticism can however be easily met. Taking science 
to connote just “Scientia” or Knowledge, it is possible to 
divide Knowledge into two main divisions: (i) Physical 
Sciences such as chemistry, physics, zoology, astronomy, 
geology—^which deal with inanimate matter and which can 
therefore be treated objectively and (2) Social Sciences— 
which deal with Man in his various social relations, politics, 
(which treats of man in his relation with the state) ethics 
(which deals with how a man should behave in his contact 
with his fellow men), law (which treats of the rules which 
are considered binding on all men), economics (which deals 
with man in his activities as a worker and spender). All the 
social sciences treat of Man as the centre of study. There has 
to be as much exact knowledge about these social sciences as 
about physical sciences. 

For the purpose of study, it is essential to isolate man’s 
activities, although in practice it may be difficult to do so. 
For study, then, man’s relations with other men in the sphere 
of earning a living are isolated and the study is termed 
economics. 

Now because economics is a social science, because it treats 
of Man (as in all social sciences), personal bias enters into the 
conclusions reached by even the most careful student. One 
school claims to follow Marxian economics, another Christian 
economics, another Bourgeois economics. Because they all 
treat of Man, one school will give an ethical interpretation 
to man’s economic activities, another a political interpreta¬ 
tion, still another, a religious interpretation. 

The problem is further complicated. If Economic Man (the 
fiction which some have sought to isolate for study) seeks 
wealth, then what is wealth.? St. Francis sought wealth, 
spiritual wealth, through poverty, the ascetic seeks wealth 
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through prayer and self-abnegation. For wealth is ultimately 

an ethical concept. If the economist goes behind wealth and 

decides that wealth is only sought to secure welfare, then the 

problem is not eased, for how can one measure welfare and 
happiness ? 


It IS best for every student to admit bravely that he has some 
bias—even unconsciously—and to hope that honest study and 
careful thinking will make it possible for him to treat even 
the .social sciences objectively. 

If it is argued that Economics cannot be a science because 
former theories have passed for truths and because economists 
disagree, then (in addition to remembering that bias may have 
entered into various conclusions) exactly the same criticism 
can be applied to the physical sciences—the so-called exact 
sciences. Chemists once held the phlogiston theory, physicists 
once accepted the caloric theory of heat, medical students once 
worked on the theory that humours” and the heavenly bodies 
were the causes of health and disease. 

And even to-day physicists and astronomers hold different 


and conflicting opinions on their subjects of study. 

Like all sciences economics passes through the three stages 
of hypothesis, theory, law. The same experimental process that 
goes on for example in chemistry is impossible in any social 
science. It would be impossible to put man in a crucible or 
test tube, in order to watch his reaction to certain stimuli. 
Even if isolated communities have attempted, by their lives, 
to prove certain economic theories, other factors have in- 
variably entered to complicate the economic simplicity of the 
experiment. For religion, politics, ethics have at the same time 
acted on the community. Social experiments involve intricate 
problems, such as chemical experiments rarely meet. For man 
has a will of his own and is influenced by motives other than 
economic ones. Yet for study it is essential to keep apart 
economic motive and economic action. 

Like all sciences also the science of economics follows the tw'o 
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traditional methods of discovering truth, the Deductive and 
the Inductive. 

The Deductive Method accepts a few fundamentals which 
are assumed to be true and beyond all doubt. On these a 
structure of reasoning is built and conclusions ultimately 
based. This process is continued until a very complex body 
of knowledge is attained. The English Classical economists 
adopted the Deductive method. They tried to base all 
economic knowledge on a few (apparently) self-evident 
truths. As in the case of geometry, a few axioms were 
accepted and the theories built on them. These axioms they 
called laws, and these Economic Laws were considered the 
very foundations of economic science. It is obvious to-day that 
in any social science, Laws cannot have the same rigidity as 
they have in physical sciences. It is, for example, a scientific 
law that water finds its own level. Is it an Economic Law 
that every man knows his own interest best? The boundaries 
between the physical sciences are hazy; the frontiers between 
the social sciences are hazier still. 

The Deductive Method is balanced by the Inductive 
Method. A large number of facts are collected. From these 
facts, generalisations are deduced and these generalisations arc 
further tested in the light of new facts. Statistics, mathe¬ 
matics, economic surveys, are all brought in to the help of 
economic reasoning and knowledge. It is obvious that the two 
methods are complementary. 

Like every other science, Economic Science has to employ a 
technical phraseology of its own. It has given specialised 
meanings to words of everyday use. Common speech is 
serviceable for everyday purposes but the precision and 
accuracy of a science entail a scientific vocabulary. Not many 
new words, it is true, have been coined, but words of ordinary 
use—like rent, interest, profit, wages—have been endowed with 
scientific precision that leaves their meaning beyond doubt. 

Economics is still a very young science. Only since the rise 
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of the great economic problems in industry and agriculture 
during the eighteenth century has it received specialised treat¬ 
ment. But like most sciences, its theories have generally re¬ 
flected and mirrored the environment of the period during 
which they have been enunciated. 

The Greeks were the earHest people to think at all scientific¬ 
ally of the problem of economics. Plato in his Republic 
sketched an ideal society, perhaps the first Utopia; Aristotle 
in his Politics denounced usury, for he considered that money 
was by nature barren. The Romans thought that the problem 
of earning one’s living was hardly a serious study and depre¬ 
cated trade as being not a fit occupation for a Roman. 

On the collapse of the Roman world, the Dark Ages that 
followed provided little incentive or motive for serious study. 
During the Middle Ages, industry was organised in guilds, 
and agriculture under the manorial system. Capital was still 
relatively unimportant except for wars. The two greatest 
writers on economic subjects were Thomas Aquinas, who de¬ 
nounced usury, and Nicholas Oresme, who formulated the law 
generally known as Gresham’s Law—that bad money drives 
out good. 

Industry and commerce developed rapidly with the Renais¬ 
sance. In England, Sir Thomas More portrayed an ideal 
society in his Utopia, but the greatest development was the 
emergence of a compact school of thought on economic policy. 
It is known as Mercantilism, sometimes also as Colbertism, 
after the famous exponent of and experimenter with this 
policy, the French Minister, Jean Baptiste Colbert. The 
doctrines were really the economic expression of the con¬ 
temporary militant nationalism. In order to secure a favour¬ 
able Balance of Trade, exports were encouraged and imports 
were hindered by heavy duties. It was believed that in any 
exchange of goods one party must gain, and the home country 
was therefore not to be the loser. The best exponents of this 
theory were Colbert in France and Thomas Mun in England. 
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Other writers with Mercantile views were Sir William Petty, 
whose Political Arithmetic is interesting, for he first employed 
statistical method, David Hume, the historian and critic of the 
Mercantile school, and Sir James Stewart, the last of the 
Mercantilists, whose “Inquiry into the Principles of Political 
Economy,” published in 1767, preceded Adam Smith’s “Wealth 
of Nations” by nine years. 

The reaction against Mercantilism was most pronounced in 
France. Here there grew up the School of Physiocrats (so 
named after a book called “La Physiocratie,” written by 
Dupont de Nemours in 1768). The most prominent members 
of this school of thought were Dupont de Nemours, Mercier 
de la Riviere, Mirabeau the elder, possibly Turgot, above all 
Quesnay. 

They held that there is a Law of Nature which governs all 
man’s activities. They tried to discover this law. Quesnay 
thought he had discovered it in the economic sphere and he 
announced it as “to secure the greatest amount of pleasure 
with the least possible outlay.” Competition then was the best 
guide to follow. The state should therefore remove all artificial 
barriers to free economic action and simply protect life and 
property. These doctrines were summed up as “laissez faire 
et laissez passer,” for what secured the greatest wealth to the 

individual it was thought also secured the greatest wealth 
to all. 

“Nature’s work” (such as agriculture and fishing) was the 
true source of all wealth—this alone yielded a “net product.” 
Man’s work did not; for manufacture merely changed the 
form of things and commerce only distributed them. Taxes 
were therefore to be levied on land alone, for land alone 
yielded a surplus. The only productive workers were there¬ 
fore such workers as farmers and fishermen. In addition to 
these productive workers, society also included a possessing 
dass, but below these there existed a sterile class of manufac¬ 
turers and merchants. These views are interesting, for the 
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roots of many present-day economic beliefs be traced 
back to the Physiocrats. 

The outstanding figure in economic science and literature, 
the person who converted vague theories into a serious science,’ 
was Adam Smith. He was Professor of Moral Philosophy at 
Glasgow University. His “Wealth of Nations” was an inter¬ 
mediate book between his “Theory of Moral Sentiments” 
(1759), which dealt with social philosophy, and his work on 
Law and Politics, on which he was engaged when he died. 
He was the earliest of the English Classical economists and his 

writings were interpreted by his followers to justify laissez 
faire in English economic life. 

Thomas Robert Malthus in 1798 published his “Principles 
of Population,” in which he gave the world the idea of popula¬ 
tion increasing faster than the food supply, and which was 
used as a justification of, for example, the Poor Law of 1834 
and of the belief in the inefficacy of social legislation. 

In 1817 there appeared David Ricardo’s “Principles of 
Political Economy and Taxation,” in which he enunciated his 
theory of Rent and a vague Labour Theory of Value. His 
Theory of Rent has been amplified to include not merely the 
payment made for the use of land, but also the payments made 
to all agents of production. The social and political con¬ 
sequences of this Theory of Rent have been enormous. For 
example Ferdinand de Lassalle and Karl Marx base some of 
their socialistic theories on Ricardo, who thus became both 
“a prop and a menace to the middle classes.” 

Under the Ricardian influence, economic science became so 
hard and abstract that it became known as the “dismal science.” 
Two text-books were written to cover the ground of economics 
as accepted by the English Classical economists. They were 
“Political Economy” by J. R. McCulloch in 1825, and “Political 
Economy’ 4 by Nassau Senior in 1836. 

The whole economic structure of society, they agreed, was 
based on five main pillars. They were— 
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1. Every person desires to secure as much wealth with as 

litdc effort as possible. 

2. The Malthusian Theory of Population. 

3. The Law of Diminishing Returns as applied to Land. 

4. Interest is the price of Abstinence. 

5. The Ricardian Theory of Rent. 

These ideas in England became the bases of the “Manchester 
School” of thought, with the twin policies of 

1. Free Trade externally. 

2. Free competition internally. 

In France, the Classical Economists were the Physiocrats. 
To these should be added, as representing French thought, 
Jean Baptiste Say and Bastiat, who in doctrine approach very 
near the English Classical school; the latter even saying that 
“a competitive society was not only the best possible but also 
the best conceivable.” 

In Germany, however,the contemporary economist Friedrich 
List in his “National System of Political Economy” (1841), 
rather established the basis for a strong national economic unit 
—strong because of its economic independence. 

A scholar who was rooted in the English Classical school, 
but who yet foreshadowed many new developments, was John 
Stuart Mill, whose “Principles of Political Economy” (1848) 
was the text-book of mid-Victorian England. 

The two outstanding critics of Victorian economics were 
Karl Marx and John Ruskin. Ruskin began his criticism in 
the Cornhill Magazine in i860, but the outcry was so intense 
that Thackeray, who was the editor, had to discontinue his 
articles. Ruskin published them in book form in 1862 under 
the title “Unto this Last.” His criticism can be summed up in 
his phrase “We have learnt to produce everything but good 
men.” For he contended “there is no wealth but life. That 
country is the richest which nourishes the greatest number of 
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noble and happy human beings.” Marx, using Ricardian 
principles, published in 1867 his “Das Kapital.” With Karl 
Rodbertus and Ferdinand de Lassalle, he is the founder of 
“scientific” socialism in contrast to the earlier utopian socialists. 
Civilization, Marx argues, has a permanent economic basis. 
As the world is divided into those possessing property and 
those only possessing their labour, the “class struggle” is inevit¬ 
able and from this is induced the inevitability of the extinction 
of capitalist society to make way for a socialistic world. 

Since Mill economic science has developed apace. The 
Deductive Method of the Classical economists has been supple¬ 
mented by historical research, by the application of statistics, 
by study of contemporary economic activities of different 
peoples, even by the application of psychology to help the dis¬ 
covery of economic motive. 

The Historical School is best represented by Sir William 
Ashley and the Webbs, the Mathematical School by W. S. 
Jevons, who in his “Theory of Political Economy” (1871) dis¬ 
cussed the very essential conception of Final Utility, and Dr. 
W. Marshall, whose “Principles of Economics” (1890) carries 
on the English tradition from Adam Smith through Mill to 
modern times. 

The Psychological School is best represented by Menger and 
Prof. Bohm-Bawerk. It is still almost exclusively an Austrian 
School. 

In more modern times there is a growing tendency to con¬ 
centrate on the problems of distribution and the best known 
names are J. H. Hobson in his “Work and Wealth” (1914) 
and Professor Pigou in his “Economics of Welfare” (1920). 
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THE POPULATION PROBLEM IN THE 

TWENTIETH CENTURY 

4 

In 1798 Malthus wrote his book on Population and starded 
Mankind with spectres of over-population and of Man out¬ 
growing his food supply. He raised the problem of Populadon 
to social concern. When, as a consequence of his challenge, 
the first Census was taken in 1801, it revealed that the popula¬ 
tion of England was 9 millions. That figure was considered 
incredibly and impossibly high, and Cobbett shrieked, “It is 
a he, the biggest fie ever put in print, even in romances.” 

A hundred years later, by 1898, the position had assumed 
singular urgency. Our population figures before 1801, although 
checked by every historical evidence, remain largely guesswork. 
From 1801, Censuses have been regularly taken and since 1837 
births, marriages and deaths have been recorded This slow 
accumulation of exact data has proved of service to the econo¬ 
mist. Till the ’70s every census return had revealed an increase 
in the numbers of our people. Our Victorian prosperity was 
based on an expanding population. The birth rate was increas¬ 
ing, the death rate was progressively declining and the survival 
rate was such that between 1800 and 1840 our population 
doubled itself and by 1900 had again increased more than 75%. 

For statistical purposes the Birth Rate is generally measured 
by the number of children born every year in proportion to 
every 1000 of the population; the Death Rate by the number 
of people who die every year in proportion to every looo of 
the population. Of course these rates will vary, according to: 

I, The Age Composition of the population. If for example, 
of two Islands A and B, each having a population of 1000, 
Island A has a population younger than that on Island B, then 
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it would be normal to expect that the birth rate on Island A 

will be higher than on Island B, where the age composition of 
the population is older. 


2. It will also vary according to the proportion of men and 
women in the population. To carry it to the extreme, a popula¬ 
tion consisting entirely of one sex would record no birth rate. 
The more equal the proportion of men and women of 


marriageable age there exists in the population, the larger will 
be the birth rate. 


The difference between the Birth Rate and the Death Rate 
would indicate the Survival Rate, which records the growth of 
the population. It is of course possible to have a high Birth 
Rate with a low Survival Rate. If the Birth Rate, for example, 
on our Island were lo and the Death Rate 8, the Survival Rate 
would be 2. If the Birth Rate and Death Rate were both lo then 
the numbers of the population would be stationary. And if the 
Birth Rate were lo and the Death Rate 12 then the population 
^vould decline. The reverse too is possible, that is a low Birth 
Rate and a high Survival Rate. If the Birth Rate were 5 and 
the Death Rate i, then the Survival Rate would be 4. There is 
still a further fact to note. If for example on our Island, the 
Birth Rate and Death Rate both fell to zero, that is no babies 
were born and no one died, then two results are clear: firsdy, 
the population would remain stationary, but secondly the age 
composition of the people would increase one year, every year. 
The Island will contain the same number of people but they 
will be an older people. The Natural Increase of a people, 
equals therefore the excess of births over deaths. 

In the nineteenth century, the rise in the birth rate aftd the 
fall in the death rate, which resulted in the increase in our 
population, not only reflected our increasing prosperity but' 
were also the consequences of medical and social improvements. 
Before the “Industrial Revolution”, families of 10 children 
were common; but the majority died before they were 10 years 
old. The birth rate was high, but so also was the death rate, 
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SO that the survival rate was low and the population increased 
very slowly. But with improvements in housing, in sanitation, 
in nutrition and in medical knowledge it became possible for 
'large families to survive. As a result in the early nineteenth 
century, the birth rate was as high as in the eighteenth century 
but the death rate fell, and population increased enormously. 
To many, Malthusian forebodings appeared to be justified. We 
were, they feared, becoming over-populated. They ignored 
the fact that wealth was increasing still faster and living 
standards rising. 

But from about 1870 a new phenomenon began to appear. 
The birth rate began to fall. The mean birth rate in the decade 
1871-1881 was 35.4, for the years 1881-5 it was 33.3. Steadily 
the birth rate continued to fall. In 1939 at the beginning of 
the second World War, it had reached the record low level of 
14.9. The number of births had fallen to less than a half of 
what they had been in 1870. The total population had not 
fallen of course in the same proportion, for the death rate had 
fallen. People were living longer. These changes indicate two 
very important data in the age structure of our people. 

1. We are declining in numbers. 

2. We are becoming an older people. 

Here is a table to indicate these demographic changes. 



Birth Rate 

Death Rate 

1870 

35-5 

22.3 

1880 

34-1 

19.7 

1890 

'00 

1 • 

0 

1 

19.7 

1900 

28.7 

17.2 

1910 

24-3 

13.8 

1920 

22.8 

1 

124 

1930 

15.8 

II.9 

i 1940 

14.9 

14.0 
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The change has already had starding consequences. When 
we entered the second World War, we had a population a little 
over 41 million, or roughly about 4V2 million more than we 
had in 1914. But we had 2 million fewer children under 14 
and lYz million more people over 60 years of age. Or again, it 
can be put in still another way: of every hundred people living 
in 1876, 36 were children under 14 and 5 were over 65 years. 
In 1939 there were 22 children under 14 and 9 over 65. 

It seems unlikely that the numbers of our declining popula¬ 
tion will be replaced by immigration. Such movements as 
immigration are, however, difficult to predict, particularly in 
the troubled world of the Twentieth Century. But it is probable 
that, without the intrusion of such external factors, we shall 
in our time be faced with the problems of a declining popula¬ 
tion and an aging population, in contrast to the situation 
in the century 1770-1870, when we enjoyed an expanding 

on the average, younger. 

TTiis phenomenon is not confined to England. It affiects the 
entire Western World, that is, all the more highly industrialised 
peoples and those who have been enjoying the highest stan¬ 
dards of life yet secured by Man. Here is the population table 
of the Western Powers in the period between Waterloo and 
the eve of World War II (in millions): 


population and a people growing, 


The United Kingdom 

France 

Germany 

The U.S.A. 

1820 

20.8 

304 

21.0 

9.6 

1871 

31.8 

36.1 

41.0 

38.5 

1881 

35-2 

37-6 

45-2 

50.1 

1890 

38.1 

CO 

1 

49.9 

62.6 

1900 

41.9 

38.9 

56.3 

75-9 

1910 

45-3 

39-6 

64.9 

91.7 

1939 1 46.3 

41.9 

69.6 

131.5 
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It will be seen that the relative populations of these Powers 
reflect their relative “power” in the world. In the long rivalry, 
for example, between France and Germany, especially after 
the Prussian victory of 1871, France was outpaced by the in¬ 
creasing German population, so that Von Moltke the military 
victor in the Franco-Prussian War could assert that every year 
meant another German victory over France; for France with 
her relatively stationary population dare not measure her 
strength against the growing number of Germans. While 
nearer home similar factors influenced our relations with 
Ireland. The population of Great Britain increased from 20.8 
millions, to 37 millions in the second half of the nineteenth 
century, while that of Ireland fell from 6.5 to 4.3 miUions. 
This had a bearing on the problem of Home Rule. In the 
middle of the century. Home Rule would have meant placing 
nearly a quarter of the population of the United Kingdom 
under a parliament in Dublin and was never conceded. At the 


end of the century it would have meant placing only one 
ninth and was therefore within political possibility. Population 
problems have obvious political consequences. 

The problem has therefore become a world problem. A great 


international authority on population, Dr. R. R. Kuczynski, 
has shown that white peoples as a whole (except Russians) 
have not been replacing themselves since 1932. The peoples of 
England, Wales, Scotland, France, Belgium, Norway, Den¬ 
mark, Czechoslovakia, Sweden, Switzerland, Germany, Austra¬ 
lia and the whites of the U.S.A. have birth rates which are 


below the replacement level. In Canada, Nev/ Zealand, Italy, 
Poland and the Netherlands, the birth rate is just above the 
replacement level. While in contrast, in India, China and 
Russia whose total populations account for half the human 


race, population is growing at a pace that many find disturbing. 
Before the war the population of Russia was growing at a rate 
of 30% per annum. In India, population is growing at a rate 
of 100,000 a week; ten babies are born every minute. 
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By statistical data, it has become possible to foretell the re¬ 
placement of our population. It is not guesswork. For example 
wc know the number of people born in England in 1939. The 
census records that figure. Immigration is of course likely, but 
the number admitted is relatively negligible and may be 
balanced by the number emigrating. We know also from the 
census returns how many girls, that is how many potential 
mothers, were born. It has been assumed that the child-bearing 
age of women can be taken as between the ages of 15 and 50. 
We must allow, that all the girls born will not reach mother¬ 
hood. Some will die, some will not marry, some may be sickly 
and incapable of bearing children. But within these limits 

4 

we can say that the number of future mothers is fixed. These 
mothers are already born. That figure cannot be altered. We 
can calculate how many girls born in 1939 will be 15 in 1954. 
We can similarly calculate how many women of child-bearing 
age (that is between 15 and 50) will live in any future year. 
Now for the population to replace itself, each woman must 
bear at least two children and these two children must reach 
parenthood. If the average is less than two, the population 
must later decrease; if the average is three, the population will 
later increase by 50%. 

As a consequence, in order to foretell the future trends of 
population, the Fertility Rate is as important as the Birth Rate. 
The Fertility Rate is the number of births per 1000 women, 
between the ages of 15 and 50, in any year. There is of course 
a relationship between the Birth Rate and the Fertility Rate, 
nevertheless the Birth Rate may be high when the Fertility 
Rate is low. For example, if on our Island A, the number of 
women between 15 and 50 were 1000 and each woman had on 
an average of one child, then the Fertility Rate would be 1000. 
But the Fertility Rate would be the same on the Island, if the 
number of women of child-bearing age were only 500 but if 
each bore on an average two children The Birth Rate will de¬ 
pend on the number of births for every 1000 of the population. 
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In order to forecast the future trends of population the Net 
Reproduction Rate has further to be calculated; that is the 
average number of girls that v^^ill be born in the future by a 
girl born no'w. The Net Reproduction Rate so takes into 
account age and sex as well as mere numbers of births and 
deaths. It is arrived at by calculating the proportion of girls 
born to the women of this generation, who will live to become 
the mothers of the next generation. For example, the Census 
returns will tell us how many girls were born in 1939. Life 
Tables (such as are used by any Insurance Company) will 
indicate how many of these girls will reach the age of 16. 
(It is assumed, that a girl can begin bearing children at 
15.) If we take that figure and multiply it by the Fertility 
Rate for women below 16, that will tell us the number of 
children that girls born in 1939 will bear in 1955. We repeat 
the calculation for girls who will reach the age of 17, and 
multiply it by the fertility rate of women between 16 and 
17, and we continue this process till we have included women 
to the age of 50. When the results are added up we can find 
out how many children, a 1000 girls born in 1939 might be 
expected to bear. Suppose the number were 3000; this would 
include boys and girls. If we assume that the proportion of 
girls to boys is, let us say, 48 to 52; then 1000 girls born in 
1039 might be expected to bear 1440 girls, (j^®^ X 
The Net Reproduction Rate is 1.440. If such were the case, the 
p>opulation would increase. A Net Reproduction Rate of one 
(called Unity) means that each child-bearing woman would 
be replaced by one other woman. If that were to happen then 
the total population (other factors being equal) would remain 
stationary. If it were continued, then both the numbers and 
the age-composition of the population would remain stable. 

The Net Reproduction Rate for the year 1939 in England 
and Wales was 0.8. The actual number of our population is 
increasing but diat is due to the fact that a large number of 
elderly people are still alive, who were born when our birth 
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rate was still high. But although the span of life has been 
extended, in the end they must die. If the Net Reproduction 
Rate continues as it is, then the population must decrease by 
in every generation. 

Based on such statistics, many estimates have been made on 
the future trends of our population. One startling calculation 
is that by 1975 our population will have fallen to about 31 14 
millions and by 2035 to 4^4 millions. We should then have a 
population of the size we had, when Shakespeare wrote his 
plays. Bacon his philosophy, Milton his poetry, Gresham his 
economics. But there would also be a difference. For not 
merely will numbers have decreased but also the age-composi¬ 
tion of our people vvdll have increased. To-day 25% of our 
people are already above 50 years of age. By the year 2000, 
there will be less than a million children under 15 but more 
than 64^ million people above 65. We are growing smaller in 
numbers and older in years. 

Some economists envisage this depopulation of England 
with misgivings. Many regard it as racial suicide. Some of 

the results forecast have been: 

1. This sharp decline may drive population below the opti¬ 
mum figure for the period and so reduce the wealth per head 
of our people. We shall become a poorer people, as well as an 

older people. 

2. A reduction in the number of our people means a reduc¬ 
tion in the numbers of consumers. It is argued that our vast 
productive capacity will outstrip consumption, as the numbers 
of consumers decline. This may lead to grave unemployment. 
Others however argue that the decline in numbers might be 
compensated by a rise in living standards, so that effective 
consumption need not suffer. The problem of production, 
geared to abundance by mechanical improvement end scien¬ 
tific specialisation, yet faced by a fall in consumption from a 

falling population, is of concern to all. 

3. It has further been pointed out, that this decline in 
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numbers may make it more difficult to recover from our recur¬ 
ring slumps. Trade depressions may therefore become more 
persistent. In the past, recovery has been aided by an increase 
in the number of consumers. An increasing population has 
increased demand. This has stimulated production and ended 
the slump. This recovery-factor will in the future be lacking. 
There will no longer exist this automatic corrective to trade 
depressions. On the other hand, others argue that with a 
successful policy of full employment, this problem need not 
arise. 

4. The change in the age-composition of our people will 
also be reflected in industry and commerce. There may prob¬ 
ably be a fall in demand for goods for children, youths and 
adolescents and an increase in the demand for goods for people 
of middle age and old age. There may be a demand for less 
footballs and more bath-chairs; for less toys and more slippers. 
It has been said, that already it pays doctors to speciahse in the 
treatment of the diseases of the old, for in proportion to the 
population, there are more of them. 

5. An older people may be less adventurous and inventive. 
The pioneering spirit weakens with age. So that industrial 
progress may wane and economic life become more static. The 
dominance of old age will become more pronounced in every 
walk of life. 

6. An older people too is less mobile. The demand by new 
industries (in new locations) for labour has been met in the 
past by the young and mobile who were able to leave their 
homes and to work to new processes. Growing immobility of 
labour will make for greater unemployment. 

7. Moreover an older and smaller community will have 
greater burdens to shoulder: 

(a) Our Public UtiUties have been built up to meet the 
demands of 45 million souls. It has been seen that the greater 
the demand for their services the cheaper can they be sup¬ 
plied, per unit. A reservoir for example can supply 10,000 
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people as well as 1000, but when it supplies only 1000 people 
then, the overhead costs being relatively constant, the charge 
to the individual must rise. Now our railways, our electricity 
undertakings, our gas works, our very roads meet the needs 
of 45 milHon people. Their costs remain constant, even if 
the population falls. So that they will cost more, per head, 
to maintain. 

(b) Even the National Debt and other relatively fixed 
charges may become a heavy burden. Spread over 45 milhons 
it may amount to about ,^50 per head. But spread over 

a smaller number, the burden per head of the population 
will rise. 

8. Social services may become also a heavier charge. If, for 
example, only 2 million people receive retirement pensions, the 
charge per head of the population will be easier to bear than if 
6 imllion people receive them. A smaller productive population 
will have to support a larger pensionable population. 

9. In the past many of our young and virile have gone to 
people the Dominions. But some economists suggest that in 
the future, it might be unwise to allow that section of the 
population, whom it had cost so much to train for the future, 
to withdraw their productive capacity from the Motherland. 

10. Lastly, it has been suggested that on moral grounds, 
it would be a tragedy if we, with such high cultural achieve¬ 
ments, should allow our civilisation to decline. 

In all these ways, the economic problems of a declining 
population are bound up with wider social problems. This 
change in the pattern of population distribution, has offered a 
challenge which legislation is attempting to meet (by e.g. pre¬ 
natal clinics, family allowances, free meals and milk for 
school children, etc.). 

In order to study such problems, with a view to social action, 
a Royal Commission has been appointed to investigate the 
causes of this changing drift of our people and to suggest 
proposals to arrest this decline. 



CHAPTER XXII 


THE PROBLEM OF INTERNATIONAL TRADE 

AND FOREIGN EXCHANGE 

The wars of the twentieth century dislocated International 
Trade, impaired the Foreign Exchanges, and helped to create 
a desire for economic self-sufficiency or Autarchy. The prob¬ 
lems of Free Trade and Protection had already assumed inter¬ 
national concern during the nineteenth century. In the 
twentieth century economic nationalism created new problems 
for our economic society. 

Their financial impact on economic life can best be studied 
by going back to the passing of the Bank Charter Act of 1844. 
This Act regulated the Quantity of currency or £ sterling in 
Britain in the following ways: 

1. No new Bank of Issue (of Notes) could be founded. 

2. It limited the right of the Bank of England to issue 
Notes, to an amount of £ 14 million beyond its cover by actual 
gold. This ;^i4 million was known as the Fiduciary Issue. (It 
also provided that when the right to issue notes by other banks 
lapsed, because of amalgamation, or bankruptcy, or surrender, 
or by fusion with banks which brought their partnership num¬ 
bers above six, the Bank of England was then empowered to 
increase its fiduciary issue by two thirds of such lapses. By 
1900 the bulk of the country Issues had lapsed. The last bank 
to surrender its Note Issue was Fox Fowler and Co., when it 
amalgamated with Lloyd’s Bank in 1921.) 

The country was on the Gold Standard, which it has been 
seen implied: 

I. That the Mint Rate and the Bullion Rate were the same. 
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2. That gold could be minted freely at the Mint. This im- 
phed the right of Free Mintage. 

3. That Notes and Gold were interchangeable. Gold could 
be had on demand in exchange for Notes. Notes simply econo¬ 
mised the use of gold. 

4. That gold coin and gold bullion were freely imported 
and exported. 

When the Bank Charter Act was passed, British commercial 
dominance was unchallenged. As the U.S.A. grew commerci¬ 
ally, the Dollar too became important in international trade. 
There was no monetary difficulty for both currencies were 
based on gold, so that the exchange rates between the £ Ster¬ 
ling and the Dollar were relatively automatic. 

If, for example, the U.S.A. exported a quantity of goods but 
did not import a corresponding amount, then she would have 
to be paid in dollars. As there was a demand for dollars they 
would be scarce. As they became scarce, they would rise in 
value, in terms of other currencies. If the two countries hap¬ 
pened to be England and the U.S.A., then the Dollar would 
rise in value in terms of the £ Sterhng, although of course 
both were based on gold. Gold would then be expyorted to the 
U.S.A., in order to buy Dollars, and so payment would be 
made and the exchanges would return to normal. 

Then in 1914 came the first World War. Its cost was met 
in five ways: 

1. The Treasury issued Paper Money to the sum of £6000 
millions; t.e. inflation. 

2. The Government also floated loans internally. It bor¬ 
rowed from its own people, some £2000 million. 

3. Taxation was, of course, increased. 

4. Foreign investments were sold. 

5. And some ^{^850 million was borrowed from the U.SA. 

As a consequence of the inflation, the £ Sterhng lost its 

pre-war value, that is, its gold value. It was only worth about 
3 Dollars, instead of its pre-war value of 4,8 Dollars. 
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This inflation had more than a monetary effect. It also 
affected Britain psychologically. We liked to see our currency 
strong. We wished “the £ Sterling to look the Dollar in 
the face.” We wished for the pre-war exchange rates. And 
there was also the spectre of the dangers of inflation in Ger¬ 
many and Europe, where social distress and economic dis¬ 
location caused so much suffering, that we wished at all costs to 
avert such a possibility here. Accordingly, Winston Churchill, 
in 1925, secured the passage of the Gold Standard Act, which 
returned Britain to the Gold Standard. The Fiduciary Issue 
was again limited to £ 19% millions above the gold backing of 
the Bank of England. Unfortunately, such a drastic step pro¬ 
duced the opposite, and, some believe, the worse evil of De¬ 
flation. (Later, Churchill gracefully apologised for his mistake 
in accepting “the advice of the highest experts.”) 

The economic distress was further aggravated by the insist¬ 
ence of the U.SA. on receiving a large proportion of the war 
debts in gold. Consequently the British Government passed in 
1928 the Currency and Bank Note Act. This authorised the 
Bank to raise its Fiduciary Issue from £19% to £260 millions, 
giving it powers to increase or decrease the amount by £1^ 
millions, at its discretion. It was a departure from the Gold 
Standard as understood in the nineteenth century, and it eased 
the economic situation. But in 1929 there came the great 
financial crisis to the U.S.A., the forerunner of the greater 
Economic Blizzard that swept the world, in the years 1929-31. 
European countries were owing the U.S.A. large sums of 
money, as part of their war debts. They also owed the U.S.A. 
payments for the goods they had imported. America began to 
doubt whether this money would ever be paid. Americans 
therefore cut down their exports. But as their exports fell, so 
their unemployment mounted. To ease the unemployment 
situation, they passed the very stringent Hawley Snoot Tariff 
of 1930, making it more difficult still for goods to reach the 
U.S.A. in payment for American goods. By August 1931 the 
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drain on English gold began to tell, and as a temporary 
measure, the Fiduciary Issue was raised again, to millions. 
As this did not prove sufficient to ease this monetary crisis, the 

Cabinet, in 1931, passed the Currency Devaluation Act, which 

\ 

1. devalued the ^ Sterling, by about a third, in terms of 
gold, 

2. relieved the Bank of England of its obligation to pay 
gold for its notes, 

3. prohibited the export of gold. 


In form we were still on gold, for the Bank Charter Act was 
not repealed, but the “gold standard” had become a very flex¬ 
ible term. The effect was to increase the quantity of currency, 
and consequently purchasing power, and this measure, with 
a similar one in the U.S.A. in 1934, was one of the causes that 
ended the crisis. 

In face of the new international situation and the consequent 
reactions on international trade there were now created: 


(a) The Sterling Area. 

(b) The Exchange Equalisation Account. 


A. The Sterling Area: 

When the British Government, by the Currency Devalua¬ 
tion Act of 1931, devalued its currency, it obviously disturbed 
the relation between the £ Sterling and the Dollar. £ i Sterling 
could be exchanged for only 3 Dollars. I>ollars had become 
dearer. To prevent further dislocation of world trade, some 
measure of stability had to be devised. Already international 
trade had narrowed as debtor countries, in order to prevent 
their currencies being disturbed, had adopted such devices as: 

1. Tariffs, to check or prohibit the entry of goods from the 
creditor’s country. 

2. Quotas, to limit the entry of creditor country’s goods 
to percentages of various kinds. 
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3. Preferences, giving preferences to countries willing to 
exchange their goods. 

4. Exchange Restrictions, by which the Government pro¬ 
hibited the purchase of the country’s currency and so reduced 
the demand for it. 

5. Lowering the value of their currencies, and so reducing 
the cost of their goods to the foreign purchaser. A devaluation 
of the ^ Sterling, for example, would mean that fewer Dollars 
would be required to purchase a Pound, so that British goods 
would become cheap to the American buyer or importer, and 
so might overcome even the high and prohibitive tariff walls, 
erected to protect the home producer. 

Now the British ^ Sterling was still a powerful monetary 
unit. As a consequence the British Empire, with the significant 
exception of Canada, Newfoundland and Hong Kong, came 
in with Britain to form a Sterling Area, and were joined by 
Sweden, Norway, Denmark, Finland, Esthonia, Latvia, Lithu¬ 
ania, Egypt and Iraq in a kind of unofficial union, to maintain 
stable rates of exchange of their currencies in terms of the 

Sterling; to keep their rates pegged to the SterHng. There 
was nothing compulsory or coercive in this SterUng Union. It 
was a pure agreement. It was a voluntary arrangement to 
facilitate exchanges between members of the Sterling group. 

B. Another result was the creation of the Exchange Equalisa¬ 
tion Account. Within the Sterling Area, £ Sterling remained. 
the standard by which the value of goods and services ex¬ 
changed, was to be measured. But there was still need: 

1. To correct any lack of balance in the exchanges between 
goods and services. 

2. To provide for exchanges with countries that still adhered 
to the Dollar, at its gold value. 

3. To deal with any speculative attacks on the currencies. 

Consequently the Finance Act of 1932 set up an Exchange 

Equalisation Fund or Account. The Bank of England became 
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in fact the Managers of the Account, for it was allocated to the 
Issue Department working under Treasury Control. Parlia¬ 
ment voted that the fund should have a borrowing power up 
£^5^ millions (this was gradually increased to some ^^400 
millions by 1937) as well as £21^ millions from an old fund set 
up in 1925 in connection with the resumption of the Gold 
Standard. It operated in secret in order to be more effective 
against speculators. It worked: (i) as a correcting measure, 
for international trade. (2) against speculators. 

1. If for example there is a surplus of Dollars, or other 
foreign exchange, which results from a' purchase by America 
or any other country, of goods from the Sterling Area, the 
E.E.F. buys them up. If on the other hand, there is a scarcity 
of Dollars, or other foreign exchange, in the hands of British 
or other importers of American goods, with a consequent 
demand for Dollars (and because there is a demand for Dollars 
their value will rise in terms of £ Sterling) the Fund lets out 
the necessary proportion of its holding. Of course any other 
country even if not a member of the Sterling Area could buy 
Dollars too if it so desired. 

2. It further checked Speculation in Currencies. 

Speculation. In a world of risk. Speculation takes many 
forms. For the sake of simplicity they can be divided into: 

{a) Speculation in Commodities. 

{b) Speculation on the Stock Exchange. 

(c) Speculation in Currency. 

(a) Risk appears to be inherent in economic life, for the ob¬ 
vious reasons that there are always risks in Supply and risks in 
Demand. There are obvious risks in the supply of cotton, or 
wool, or wheat, or rice, or wood, or diamonds, or of any raw 
material. The risks will depend on the seasons, or rainfall, or 
monsoons, or forest fires. Similarly there are risks on the side 
of demand. Either more or less of the commodity will be 
effectively demanded. Industry, of course, prefers a steady 
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supply at a steady price, and if possible a steady demand. So 
the speculator enters this specialised business of forecasting 
price movements, and then buys or sells in order to make a 
'profit. His speciahsed knowledge gives him the flair to know 
which way prices are going to move. If he estimates that the 
price of, say, cotton will rise, then he will buy—not cotton, 
for he does not use cotton. He will buy “a price”, the price 
of cotton then ruling. If he thinks that prices are going to fall 
he will sell. And he takes the risk. If he forecasts badly, he 
will lose. If he forecasts well, he will gain. Because gains may 
be high, many are tempted to enter this highly specialised 
business. These specialised Speculators deal just in “a market”. 
For example, if our speculator in cotton anticipates a shortage 
of the commodity so that prices will rise, he buys now. By 
buying now, prices will tend to rise now. The higher price 
will check consumption now. So that present stocks of cotton 
are not exhausted. This will ease the pressure later, when the 
supply will be short. So that prices do not rise so high then. 

If, on the other hand, he anticipates a fall in the price of 
cotton, because of an increase of supply, then he will sell for¬ 
ward, that is, he offers cotton for future delivery at a price lower 
than at present. His selling now will tend to bring prices down 
now. Lower prices will stimulate consumption, so that when 
later cotton is plentiful, there will not be the glut on the 
market as otherwise there would have been and of course prices 
wiU not fall so heavily. In a similar way he will buy in anticipa¬ 
tion of a rise in demand. He will sell in anticipation of a fall 
in demand. And his speculation has the effect of: 

1. Lessening price fluctuations. 

2. Averaging supply and demand over long periods. 

3. Giving the Cotton Industry a steadier price and so en¬ 
abling it to function smoothly. 

Therefore his speculation has socially desirable elements. So 
refined has the Speculative Market become that Terminal 
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Markets for dealing in Futures have arisen, where specialised 
dealers, with specialised knowledge, buy and sell future prices 
of raw material; and socially, their work has the effect of lessen¬ 
ing price fluctuations. But it often comes close to gambhng. 
During the War 1939-45, Government closed the terminal 
market in cotton, bought cotton in bulk and distributed it to 
the industry.^ However, terminal markets of this type still 
exist in other commodities. < 

{b) There are also speculators on the Stock Exchange. The 
Stock Exchange is a market for stocks and shares. It has been 
seen that Capital is wealth which is not consumed but is used 
for further production. It may be in the form of machines or of 
money. One is fixed, the other is liquid or finance capital. 
Capital can therefore be regarded as a stock of wealth, at a 
given time. People who own this stock of wealth can use it to 
invest, by financing industry, and obtain an income or a flow 
of returns, through the period they own the shares. But many 
use capital to speculate on the Exchange. They buy shares, not 
because they want an income, but because they hope the shares 
will rise, and then they sell and make their profit. When a 
speculator buys in the hope that the share will rise in value, he 
is called a Bull. A speculator may also sell shares that he has 
not even got, hoping they will fall in value, so that when they 
have fallen in value, he will buy them for less than at the price 
he contracted to sell. Then he is called a Bear. Bulls and Bears 
speculate in differences. They specialise in knowing the market, 
and like speculators in commodities they even-out the market 
price. Also like the speculators in commodities, they can do 
harm to themselves and to society. 

1. They can buy and sell without adequate knowledge, so 
that price fluctuations are deeper. 

2. They can deliberately falsify the market, and so secure 
personal gain at the expense of society. 

^ The Government have now (1946) announced that the Liverpool 
Futures Market in cotton will be closed for good. 
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They then act in a socially harmful way. 

(tr) Lastly there are Speculators in Currency, because there 
are fluctuations in the value of currency. For example, let us 
imagine that someone in Spain fears that the Peseta will fall 
in value, just as on the Stock Exchange, the Bear may fear 
that a share will fall in value. The Bear will sell shares he does 
not pqssess, will arrange to defer delivery and hopes, he will 
be able to buy them cheaper still later. So the Exchange 
Speculator in Spain, believing that the Peseta will fall, will sell 
Pesetas that he does not possess for forward delivery, hoping to 
be able to buy them at a cheaper rate still, before the date of 
delivery falls due. Such “Bear attacks” obviously accentuate 
the difficulties that currencies have to face. Now to prevent 
such Bear attacks on the £ Sterling, the E.E.F. will work to 
counteract them and so powerful is its force, that speculators 
will probably be broken in their attempt. T 

But there are other movements of currency. Let us imagine 
that a Spaniard offers his currency to the Bank in exchange 
for Sterling. He buys Sterling. The result will be that the 
increased demand for Sterling will cause its value to rise. So 
the E.E.F. will buy this offer of Pesetas and thus stabilise the 
Peseta-Sterling Exchange. Now when the E.E.F. bought 
Pesetas, it obviously transferred its equivalent in Sterling to the 
Bank. The Bank finds its account with the Bank of England 
increased by this money, received from the E.E.F. Then there 
would rise the possibility that this might cause an inflationary 
tendency. But the E.E.F. had discounted Bills in order to 
secure the £ Sterling. This has the effect of reducing the 
commercial banks’ holding at the Bank of England, for they 
have to transfer to the E.E.F., the money which they pay for 
the Treasury Bills. The inflationary tendency will thus be 
corrected. 

If the Spaniard decides to repatriate his money, he will then 
offer Sterling on the Exchange for Pesetas. To prevent this 
transaction having an adverse affect on Sterling, the E.E.F. will 
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sell Pesetas. So it will maintain the Peseta-Sterling exchange 
steady. The E.E.F. now also buys back the Treasury Bills and 
places the funds in the Bank of England and so prevents a 
deflationary tendency. The E.E.F. so stabilised the Exchange 
Rates and maintained the value of the £ Sterling. 

However, the formation of the Sterling Area had a tendency 
to limit still further exports from America. While the value 
of the American Dollar was as high as 3 to the £ Sterling, 
American goods were dear. In face of this situation, the U.S.A. 
herself, in 1934, devalued the Dollar in terms of gold. In addi¬ 
tion, she too set up an Exchange Equalisation Fund to do for 
the Dollar what the British E.E.F. (Ed for the ^ Sterling. 

As a consequence, the ^ Sterling resumed her former parity 
with the Dollar. The Sterling slowly recovered, till it was 
equal to 4.87 Dollars. And as this parity was maintained by 
the two E.E.Funds, the Sterling Area lost its original signi¬ 
ficance. 

Then in 1939 came the second World War. Britain acted 
promptly: 

1. In August 1939, by the Currency Defence Act, the 
support given to Sterling by the E.E.F. was withdrawn. By 
Act of Parliament, the Fund was used for war purposes. 

2. In September 1939 the Fiduciary Issue was raised from 
;^300 millions to ;^58o millions, and as the war proceeded, it 
was again and again raised, until by May 1945 it had reached 
^^1300 millions. Obviously the link with gold had become very 
tenuous indeed. And the £ Sterling again dropped in value in 
terms of the Dollar to somewhere round 4 Dollars. Again it 
became necessary to conserve as much as possible of Dollar 
exchange. This need, although mitigated by the Lend Lease 
Arrangement, which came into operation in March 1941, was 
however still urgent, because the Lend Lease supplied by the 
U.S.A, far exceeded the g(X>ds and services received by her, by 
reverse Lend Lease. 

As a consequence the Sterling Area was revived as a Bloc, 
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consisting of those countries who were willing to pool their 
resources in Dollar exchange for common use. The Sterling 
Bloc survived the war. It was composed of much the same 
realms as had formed the Sterling Area. Any country whose 
holdings were employed for purposes not its own was com¬ 
pensated by a corresponding sum in Sterling. 

By September 1945, Lord Halifax summarised the situation, 
and voiced the anxiety that the world was faced with: 

1. Eidicr a Sterling Bloc in competition with the Dollar 
Bloc. 

2. Or some form of collaboration. 

Collaboration seemed to be the saner course. 

The uncertainty of and the desire for saner International 
Trade in the future led to many plans. 

The Keynes Plan, suggested by Lord Keynes, a Director 
of the Bank of England and Adviser to the Treasury, comprised 
four main proposals. 

I. Just as the banks of England are linked to the Bank of 
England; just as they keep their accounts in the Central Bank, 
and their accounts regulate and determine the Credit System 
of the realm and so enable transactions to take place far beyond 
the actual gold or cash in evidence, (and such credit makes 
possible the vast network of internal trade) so Keynes sug¬ 
gested the possibility of a kind of Monetary Fund or World, 
Bank, to act as a Central Bank for the Central Banks. It 
would link the National Central Banks in the same way that 
the commercial banks of a country are linked to their Central 
Bank. The Central Bank of a nation keeps the accounts of 
the commercial banks, the commercial banks keep the accounts 
of their customers. The proposed World Central Bank would 
keep the accounts of the national Central Banks. Further, just 
as individuals and firms transfer their payments by cheques on 
commercial banks, just as commercial banks transfer payments 


290 INTERNATIONAL TRADE AND FOREIGN EXCHANGE 

to each other, by cheques on the Central Bank, so the national 
Central Banks would transfer payments from one to another, 
from accounts to be opened in the World Central Bank. 

Previously if exports and imports between two countries did 
not balance, a transfer of gold would have had to be made. 
The World Bank would make such actual transfers unneces¬ 
sary. Transfers would be made by book entries; for the World 
Central Bank would keep the accounts of each member country 

in respect of credits and debits arising out of international 
trade. 

2. The second suggestion is that these transfers should be 
made in a new international unit to be called the Bancor. 
(Lord Simon prefers it to be called Moneta.) This inter¬ 
national unit would have a gold value, but that value could be 
changed to meet the needs of either the expansion or contrac¬ 
tion of the quantity of money needed for world-wide monetary 
transactions. 

3. The third proposal is even more startling. As the system 
develops, the accounts of some member states will be in credit, 
while others will be overdrawn or in debt, just as in the case 
of customers of ordinary banks. Hitherto this disequilibrium 
on an- international scale has been corrected by a transfer of 
gold. But such a transfer would now be avoided. Still, it may 
happen that a member state may be overdrawn too long or be 
overdrawn too much. For if a country imports more than it 
has exported, then it may have to pay more than its holding in 
the World Bank would warrant. Jf, on the other hand, a 
country exported more than it has imported, then it will be in 
credit. In order to readjust an overdraft, there would be, as in 
the case of ordinary bank practice, a charge in order to compel 
the country to reduce it. But a lack of balance in international 
trade need not be, as is the case in trade within the realm, 
the fault of the debtor country. The debt could be discharged 
by sending goods or services, but the creditor country may 
refuse to accept such goods. It may impose tariffs to prevent 
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the entry of goods to pay for the goods exported. The debtor 
country could pay, but not in gold, and the creditor country 
may demand payment only in gold. To meet such a situation, 
the Keynes Plan proposes that creditor countries should pay 
a charge for their funds that are lying idle, in order that they 
make arrangements to reduce their credits; which may of 
course mean to reduce their tariffs. 

4. It is also suggested that just as commercial and central 
banks use their funds to finance industry, so the national 
credits in this Central Bank need not remain idle. They too 
could be used to finance the productive activities of weaker 
realms. 

Gold is still maintained as the standard of value; for its 
historical and psychological value is very powerful. But the 
proposals sought to prevent the anomaly of a country with 
great material and labour resources being nevertheless unable 
to function monetarily. For the proposed international cur¬ 
rency does not dispense with gold, if it may supplant it. For the 
amount of money available will not be linked to any arbitrary 
quantity of gold. ** 

A somewhat similar plan has been suggested in America 
by Mr. Harry White, which, like the Keynes Plan, is designed 
to facilitate international trade. While Keynes’ World Bank 
would act as a kind of International Clearing House, the 
White Plan envisaged a United and Associated Nation’s 
Stabilisation Fund. The American institution would be more 
like an International Bank, for the members on joining must 
contribute gold, their own currencies and government securities, 
as their proportion of capital. Like the Keynes’ Plan, the 
accounts are to be kept in an international currency unit. 
White suggests, in a unit to be known as the Unitas. The 
Unitas however is more rigidly based on gold than is Keynes’ 
Bancor. 

It was against such a background, that the Bretton Woods 
Agreement was signed in July 1945, in New Hampshire,U.S.A., 
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at a Conference attended by representatives of forty-five nations, 
proposing the creation of: 

1. An International Monetary Fund. 

2. An International Bank for Reconstruction and Develop¬ 
ment. 

1. The International Monetary Fund (I.M.F.) has for its 
objects: 

(a) International Monetary Co-operation. 

(b) The expansion and balanced growth of Inter¬ 
national Trade. 

(c) Exchange stability. 

(d) The avoidance of competitive exchange de¬ 
preciation. 

(e) The elimination of hampering foreign exchange 
restrictions. 

(f) The use of its resources to members under 
adequate safeguards. 

2. The International Ban\ for Reconstruction and Deve¬ 
lopment (I.B.R.D.) has for its objects: 

(a) To assist Reconstruction, Reconversion and 
development of productive facilities to peace¬ 
time needs. 

(b) To promote foreign investment by means of 
guarantees. 

(c) To arrange loans so that the more useful and 
urgent projects are dealt with first. 

(d) To assist a smooth transition to peace-time 
economy. 

The Agreement came into force in January 1947. 

The I.M.F. began exchange transactions on March ist, 1947* 



CHAPTER XXIII 


THE PROBLEM OF CURRENCY AND THE 

BANK OF ENGLAND 


The financial history of England is linked with the history of 
the Bank of England. From its inception in 1694 it has acted 
as the Bank of the British Government. So that while in law 
it was a private company, it was in fact a national institution. 
The Government in 1694 needed some 200,000 to finance 
the war against Louis XIV. The need and the risks were so 
considerable, that the Government of William III was prepared 
to pay 8% in interest. The founder, William Patterson, was 
clear-headed in monetary thinking, and foresaw the need for 
credit to finance the commercial expansion taking place in the 
seventeenth century. There is a legend that he explained to his 
colleagues that “the Bank would receive interest on all monies 
which it created out of nothing.” It proved to be one aspect of 
banking truth—for the Bank sold credit and prospered. It 
helped to finance the Industrial Revolution. It financed the 
Government through the long struggle against Napoleon. But 
the suspension of Cash Payments during the long period 1797- 
1821, with its economic consequences, predisposed the nation 
in favour of “sound money”, of gold, in preference to notes; 
but if there were to be notes, then they were to be notes backed 

In 1821 the Bank resumed cash payments in gold at the usual 
statutory price of ,£3 lyr. loYid. per oz. A crisis in 1825 caused 
by speculation, proved the occasion for the Bank Act of 1826. 
This Act permitted the formation of Joint Stock Banks with 
the right to issue Notes of their own, provided however that 
they were instituted outside a radius of 65 miles from London. 
It was the starting point of Joint Stock Banking. 
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The real change began in 1833. The Charter of the Bank 
was due for renewal. A Committee of Inquiry had been ap¬ 
pointed to make recommendations and their report resulted 
in the Bank Act of 1833. It was a landmark in the financial 
history of the realm. By this Act: 

1. Bank of England Notes became legal tender for sums 
over ^5. 

2. Interest rates could be raised above 5%. This strengthened 
the hands of the Bank in regulating credit. (Hitherto the usury 
laws had prevented the raising of interest rates.) 

3. The fees paid to the Bank for managing the public debt 
were reduced. 

4. Joint Stock Banks were legalised within a 65 miles radius. 
This made possible the formation of the great London Joint 
Stock Banks, the “Big Five”. In 1833 the London and West¬ 
minster Bank was founded, to be followed at intervals by the 
others. 

At first the Bank of England resented the intrusion of these 
commerical banks. For example, the Bank of England refused 
to open an account for the London and Westminster Bank. It 
further refused to discount bills which were accepted payable 
at a Joint Stock Bank, although the names were first-class. 
Gradually the hostility waned and the Bank of England, 
already the Bank of the Government, became also the Bank 
of the Joint Stock Banks. But the greatest and central Act in 
the history of the Bank was Peel’s Bank Charter Act of 1844. 
By this Act: 

1. Note-Issue-Banking was divided from Deposit-Banking. 
In the future these two Departments of the Bank of England 
were to be separated. 

2. The Issue Department was to have a backing of gold, 
silver and bullion for every Note issued. (Except the Fiduciary 
Issue of ^14 millions of notes backed by securities, which was 
transferred to it.) 
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3. Any person had a right to demand gold from the bank 
in exchange for Notes, or Notes in exchange for gold at the 
rate of ;^3 17/. per oz. 

4. The Bank was to publish a weekly statement of its 
accounts. This Return became the financial barometer for the 

realm. 

As the Bank of the Government, the Bank of England 
receives all revenues as they are paid. They become Deposits 
in the Bank of England, which can use them as any other 
deposit. The bulk of this Fund is appropriated by annual 
votes of Parliament. These Appropriation Bills pay for the 
services of the State. But a portion of the Fund which is 
known as the Consolidated Fund Charges is not voted for by 
annual Appropriation Bills. This portion comprises regular 
payments, such as: 

1. The Civil List, the personal provision of the King. 

2. Annuities for members of the Royal Family. 

3. Certain pensions. 

4. The salaries of Judges, the Speaker, the Comptroller and 
Auditor General. 

5. The Interest on the National Debt. 

It may also happen that the Government finds itself in need 
of money—only temporarily it is true, for as soon as the taxes 
begin to come in, the Government’s Account with the Bank 
of England fills up. In the interval the Government borrows 
from the Bank just as an ordinary customer would borrow 
from a Joint Stock Bank. A customer who has received goods 
on credit, draws up a Bill promising to pay that sum in three 
months’ time. The seller of the goods takes this Bill to his 
bank which discounts it. In a similar way the Treasury draws 
up Exchequer Bills which the Bank of England discounts (for 
obvious reasons) at a very low charge. Such Treasury Bills 
make up the Floating Debt of the realm. 

Now as the Joint Stock Banks developed, they too kept their 
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Accounts in the Bank of England. The Government’s Bank 
became also the banker’s Bank. It became the Central Bank 
of the realm. With increasing commercial expansion and im¬ 
proved banking technique, the Joint Stock Banks were able 
to create money far in excess of the money deposited with 
them. They were able to create such credit money in five 
ways by: 

I. Granting Loans. 

When a customer deposits money in his bank and then 
draws cheques on his credit balance, one of two things may 
happen to the cheques so drawn. 

(a) They may be paid to the credit of another account 
with the .‘iame bank. In such a case no alteration in the 
liability of the bank takes place. All that happens is a 
change in the ownership of the money, from that of the 
drawer of the cheque to that of the payee. 

(b) If the payee happens to be a customer with a credit 
balance at another bank, the reduction in the account with 
the first bank will be offset by an increase in that of the 
other bank. And in both cases no change will take place in 
the volume of the nation’s money. 

But if a customer borrows from the bank, his cheque is as 
much honoured as if he had deposited money. The granting 
of the loan therefore creates money; bank money. And such 
loans to customers are recorded in the bank’s balance sheet 
as an Asset. The repayment of the loan of course extinguishes 
this bank money. 

2. Discounting Bills. 

In a similar way the Bank creates money by Discounting 
Bills. There is no real difference between granting a loan and 
discounting a bill. In one case the bank collects the interest 
(discount) at the beginning. In the case of a loan the Bank 
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collects its interest as the loan is repaid. There are difEerences 
but they are small. When discounting a bill, the Bank will 
collect repayment from a third person and not from the 
customer. And on the Bank’s balance sheet, the assets will be 
recorded as Bills Discounted not Loans to Customers. How¬ 
ever when a bank discounts a bill, it adds more money to the 
volume aheady in circulation. ^ 

3. Loans to the Money Mar\et. 

The Bank obviously adds to the money media when it lends 
its funds to the Money Market. In the bank’s balance sheet it 
will figure as Money at Call and Short Notice. 

4. Buying Government Securities. 

The Bank can further create money by investing in Govern¬ 
ment Securities. For example, if the Bank buys securities from 
one of its own customers, his account is credited for that 
amount. Against the new Asset, Investment Account, the 
Bank’s liability is increased on current account. For there is 
no real difference between buying investments and in lending 
the money to the customer to enable him to buy the very same 
investments. The Bank would prefer to lend him the money, 
for then he would have to pay interest. It would also prefer 
it because the customer would bear the risk of either a rise or 
fall in its market value. Banks prefer not to bear such risks. 

5. Buying new premises. 

Lastly (and strangely), the Bank creates more money when 
it buys new premises or renovates old ones. For the builders 
or decorators will be paid by cheques, which they will add to 
their accounts in the bank. 

The core of banking then is that every loan creates a deposit. 
But it has been seen that the banks cannot go on granting 
loans indefinitely. The amount of credit money they can create 
is limited by the amount of cash (gold and silver and bank 
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notes) and the bank’s own balance at the Bank of England. 
If a bank finds that its balance at the Bank of England is fall¬ 
ing low, it will slow down the making of loans and will call 
in loans already made to the Money Market. If on the other 
hand the balance is ample, it will try to utilise it in the most 
profitable way and if nothing else offers will buy securities. 
As all the banks keep their reserves in the Bank of England it 
is clear that on that volume of money, a general volume of 
bank credit can be created. Generally the proportion is 10%, 
so that the banks can create ten times as much money as the 
amount of their balances in the Bank of England and the coins 
and notes held by them. 

But the Bank of England, too, acts as an ordinary bank and 
creates credit. The sole difference is that its creations are 
shown only on the balances of the other banks. The means by 
which the Bank of England creates credit money are; 

I. Ways and Means Advances. 

When the Government borrows from the Bank of England, 
it is known as Borrowing by Ways and Means. In such a case 
the process is similar to that by which a customer borrows from 
an ordinary bank. Here the customer is the Government. If 
the Government, for example, borrows £1 million, then the 
Bank would show an increase in Government Securities by 
£^1 million on one side, and in Public Deposits on the other 
side by the same amount. The Government, of course, would 
use the loan to pay its officials, its Civil Servants, its M.P.s, its 
Admirals and Generals, and its Contractors who supply the 
services. These would pay their cheques in to their banking 
accounts throughout the country These banks would then pre¬ 
sent the cheques to the Bank of England. And as a result on 
the Bank’s Balance Sheet the item Public Deposits is reduced 
and Other Deposits, Bankers', is increased. On the other hand 
when taxes are paid, the Inland Revenue pays the cheques to 
the Bank of England, and the item Public Deposits is increased. 
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When the Ways and Means loan is repaid by a transfer from 
Public Deposits, the credit is then cancelled. 

2. Discounting Bills and Government Loans. 

The process is similar when: 

(a) The Bank discounts Treasury Bills for the Govern¬ 
ment, or 

(b) Purchases a new issue of Government Loan. 

For in fact the Government is borrowing money from the 
Bank of England. And it has been seen that when the Govern¬ 
ment borrows, the Bank balances of the other banks are 
increased. 

3. Loans to the Money Mar\et. 

Similarly if the Bank of England granted a loan to a Dis¬ 
count House which had been compelled to go to the Bank of 
England (“driven to the Bank” is the phrase), because a loan 
had been called in by a London Bank; the Bank’s balance sheet 
would show an increase in its Other Securities by the amount 
borrowed and that amount would be credited to the calling-in 
bank. This of course increases the item Other Deposits— 
Bankers. When conditions become easier, the Discount House 
will borrow from its bank and repay the loan to the Bank of 
England. On the balance sheet this will be shown as a reduc¬ 
tion botla on Other Deposits, Bankers and Other Securities. 

4. The Purchase of Gold. 

This in one sense is a truism, for credit based on actual gold 
is the safest of all credit. Yet its mechanism is interesting. If 
the Bank bought gold from California or Klondyke or South 
Africa it would probably buy it through a bullion dealer. He 
would take the cheque that he had received and pay it in to 
his bank. That bank would place it to its account in the Bank 
of England. The Bank of England would credit that amount 



300 CURRENCY AND THE BANK OF ENGLAND 

on its books, to that Joint Stock Bank. It would charge the 
cheque to the account of Notes Held in the Banking Depart¬ 
ment. The gold will of course have been handed to the Issue 
■Department. That department will issue Notes in exchange 

for the gold, of an equivalent amount, to the Banking 
Department. 

5. Open Market Transactions. 

This method expands or contracts the volume of money 
according to the needs of the nation and the policy of the 
Bank of England. It is part of the policy of managed money. 
If tfie Bank decided that because of the increase in the amount 
of goods and services, an increase of money is needed, then 
the Bank will purchase Government securities on the Stock 
Exchange, that is in the Open Market. The sellers of these 
stocks will pay the cheques they receive in payment, to their 
accounts in their own banks. They in their turn receive credit 
from the Bank of England. And on the Bank’s balance sheet 
the increase of money is indicated by the increase of Govern¬ 
ment Securities on the one side and of Other Deposits on the 
other. 

The reverse is equally true. When the Bank of England 
decides that the general volume of money' in circulation is 
too great, it sells Government securities on the open market. 
The cheques drawn on the London banks which are received 
by the buyers of the securities, will result in the items Other 
Deposits, Banks and Government Securities on the Bank’s 
balance sheet being diminished. 

The Bank of England therefore holds the key of the mone¬ 
tary policy of the nation. It is able to control the volume of 
money through its power to increase or decrease the amount 
of money standing to the accounts of the Joint Stock Banks,, 
for they bank with the Bank of England. When our banking 
system was based on the Gold Standard, the amount of money 
it could so create was limited by the Bank Charter Act of 



THE BANK CHARTER ACT 


301 

1844 to the amount of gold it held. A lack of gold, and as a 
consequence a lack of Notes held by the Banking Department 
as its reserve, prevented any creation of money. When the 
Proportion (of gold to credit), fell below the figure thought 
necessary for safety—about 40% in the case of the Bank of 
England—creation of money ceased. Unless gold holdings 
increased, the volume of money remained static. But ever since 
the passing of the Bank Charter Act of 1844 there were critics. 
It was criticised on the grounds that: 

1. It tied the hands of the Bank too rigidly. 

2. If the production of goods outran the volume of money, 
a slump was produced, and the remedy was not to cut down 
expenditure and throw more out of work, but to increase 
“purchasing power” in the hands of the consumers, by adding 
to the volume of money. This the Bank could not do because 
of the hmitations of the Act of 1844. Winston Churchill 
pointed out the unwisdom of allowing the economic progress 
of Man to depend on the fortuitous discovery of gold. 

3. It was further pointed out that the regular cycle of 
crises (1847, 1857, 1865, 1890) might have been due to the 
rigidity of this limitation, and that in each crisis very signifi¬ 
cantly, the Bank Act was suspended. (Only in 1857 was it 
implemented.) Prof. Pierson commented: “What a curious law 
which can only remain on the Statute Book because the 
Government allows it to remain inoperative at the most 
critical moments.” 

In 1914 War broke out and as part of our national defence 
measures the Bank Act was again suspended. The Bank was 
relieved of its obligations to pay gold. It was authorised to in¬ 
crease the Fiduciary Issue. The function of issuing Notes was 
granted to the Treasury (“Bradburys”). But in 1925 we returned 
to the Gold Standard. It appeared that history was repeating 
itself. We had gone off gold in 1797 and resumed it in 1823. 
We had gone off gold in 1914 and resumed it in 1925. Now 
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however there were other factors. The international situa¬ 
tion was far more complex. It was complicated by repara¬ 
tions and inter-allied war debts. And the return to the Gold 
Standard produced such economic difficulties that in 1928, by 
the Currency and Banking Act, the Fiduciary Issue was 
raised—and moreover by this Act the profits that would 
result from this additional power to create credits were to go 
to the Treasury. Then there came the great Economic Bliz¬ 
zard 1929-31, to add its problems to the monetary dislocation. 
In 1932 by the Currency Devaluation Act, the Sterling was 
devalued. The £ i Sterling was no longer tied to gold. It was 

no longer worth its weight in gold. The £1 Sterling is worth 
now what it will buy. 

Then in 1939 came the second World War. By the Cur¬ 
rency Defence Act 1939: 

1. The normal working of the Exchange Equalisation 
Fund was suspended. 

2. Its funds were to be used for war purposes. 

3. The 1928 Act was amended so that the gold in the Issue 
Department of the Bank of England was transferred to the 
E.EJP. now to be used for the war. 

4. The Fiduciary Issue was raised to ^^500 millions. 

During the war, the demand for the Nationalisation of this 

citadel of the nation’s monetary casde assumed practical 
significance. Those who opposed Nationalisation argued: 

1. That Nationalisation was an untried theory. 

2. That it had lost its urgency, because by law the monetary 
situation was sufficiently flexible to enable the Government to 
control the Bank and its money-creating powers. If more 
money is legitimately required, then the Fiduciary Issue can 
be increased. If there is danger of inflation, it can be reduced. 

3. That the Act of 1928 had already transferred to the 
Treasury the profits made possible by an increase in credit 
money. 
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Those who wished for NationaUsation claimed that what 
in fact had grown up in practice should now be regularised by 
Statute; that the national character of the Bank should be 
legally recognised; that law should regulate and control the 
amount of money, in the realm. 

In 1945 the Bank of England was nationalised. The existing 
Stock was transferred to the Treasury and the holders were 
compensated by Government Stock bearing 3% interest. The 
Governor and Directors were replaced by a Governor, Deputy 
Governor and Directors, appointed by His Majesty. The 
Chancellor of the Exchequer expressed the view that the 
Bank’s function of managing the currency of the realm should 
be directed, so as to secure that the purchasing power in the 
hands of the consumer should be adequate to purchase the 
goods and services which the community, when in full 
employment, can supply. By law the Bank of England has 
been transformed into the Bank for England. The Crown has 
re-estabhshed its ancient and historic right of being the sole 
source of the medium of exchange in the realm. 

Here are three Returns from the “Old Lady of Thread- 
needle Street” at intervals of fifty years. These apparendy dull 
figures tell a fascinating story to those who can read them 
of the wealth, and as far as wealth can show it, of the pros¬ 
perity of Britain: 

I. The Bank Return of 7th September, 1844. 

This is the first Balance Sheet of the Bank after Peel’s Act 
came into force. 

Issue Department 

Notes issued: 5^28,351,295 Govt, debt ..3^11,015,100 

Other securities 2,984,900 
GoLl coin and 
bullion .. 12,657,208 

Silver bullion.. 1,694,087 


^[28,351,295 


^[28,351,295 
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Proprietors’ 
capital 
Rest .. 

Public deposits 
Other deposits 
Seven - day and 
other bills .. 


Banking Department 


^ 14 , 553,000 

3,564,729 

3,630,809 

8,644,348 


1,030,354 


Govt, securities 
Other securities 
Notes .. 

Gold and silver 


coin 


^^14,554,834 

7,835,616 

8,175,025 

857,765 


£31,423,240 


£31,423,240 


2. Bank Return o£ 24th December, 1894 (figures to nearest 
X 1,000). 

Issue Department 

Notes issued .. £58,367,000 Govt, debt .. £11,015,000 

Other securities 5,785,000 

Fiduciary issue 16,800,000 

Gold coin and 
bullion .. 41,567,000 

£58,367,000 £58,367,000 

Banking Department 

Proprietors’ 

capital .. £14,553,000 

Rest .. .. 3,090,000 

Public deposits 9,451,000 

Other deposits 48,498,000 
Seven - day and 

other bills .. 118,000 

£75,710,000 

Note: The heading “Notes Issued” includes those issued 
to the Banking Department, so that the amount in circulation 


Govt, securities £14,936,000 
Other securities 26,616,000 
Notes .. .. 32,093,000 

Gold and silver 
coin ., ,. 2,065,000 


£75,710,000 
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is only /26;z74,ooo. This distinction is shown in the more 
modern return below. 

3. Bank Return of ist November, 1945. 

Issue Department 


Notes issued: 

In circulation 3^1,3 2 2,190,895 
In banking 
depart¬ 
ment .. 28,056,938 


3^1,350,247,833 

Banking 

Proprietors’ 

capital.. .. 3^14,553,000 

Rest .. .. 3,156,243 

Public deposits 9,160,604 
Other deposits: 

Bankers .. 244,234,858 

Other accounts 57,439,217 

;C328,543,922 


Govt, debt .. 3^11,015,100 
Other Govt. 

securities.. 1,338,397,919 
Other securi¬ 
ties 5 76>624 

Silver coin .. io >357 

Fiduciary 

issue .. 1,350,000,000 
Gold coin and 
bullion (at 
172s. 3d. 

the fine oz.) 247,833 

3^1,350,247,833 

Department 

Govt, securities 3^266,874,838 
Other securities: 

Discounts and 

advances .. 11,180,764 

Securities .. 22,028,650 

Notes .. 28,056,938 

Gold and silver 
coin .. .. 402,732 

;(;3 28,543,922 


Note. Surprise may be expressed at the small amount of 
“bullion” shown in the “Return”. 
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It must be remembered that the bulk of the gold holdings 
in the Issue Department are now paid into the “Exchange 
Equalisation Account”. The actual state of this account is 
necessarily confidential. 



CHAPTER XXIV 



THE PROBLEM OF FULL EMPLOYMENT 

The problem of the nation’s employment is essentially a 
modern one, not because want and unemployment did not 
exist earlier but because: 

1. Economic experience has indicated that there has been 
a regular rhythm of slump and boom, of employment and 
unemployment for the last 150 years. 

2. The experience of the last two wars has further indicated 
that somehow wars “cure” unemployment. Constructive 
thinkers have tried to indicate how factors which in war, 

cure” unemployment, can be included in an economy of peace. 

3. In the nineteenth century it v/as not regarded as being 
within the province of the State to enter into this economic 
field. It was considered right for the State, by Poor Laws, to 
prevent actual death when unemployment came, but in an 
age of laissez-faire, the function of the State was severely 
limited to justice and defence. To-day the functions of the 
State have widened. It is claimed that just as it is the duty 
of the State to prevent attack from external foes and violence 
within, so also it has a positive function of preventing the 
mass unemployment, that was our experience especially in 
the period of the Economic BUzzard 1929-31. 

Ultimately unemployment is more than a purely economic 
problem; it has ethical and political implications. For the 
nation is a partnership in prosperity and adversity. The 
spectacle of unmerited suffering that unemployment entails, 
makes a mockery of our industrial civilisation. And the fear of 
unemployment has proved as demoralising as unemployment 
itself. Because of that fear, men have opposed technical im- 
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provements, Luddites smashed machinery, men prevented the 
intrusion of women and nationals the entry of foreigners; for 
they all feared that the amount of work was fixed and that in 
the scramble they would be shut out. Useless work has been 
created to keep the unemployed occupied; holes dug and filled 
in and all the while the amount of useful work to be done was 
unlimited. Politically, the fear of unemployment makes a 
community unstable. Unemployment vvdth an income cor¬ 
rupts; without an income, it creates hostilities that endanger 
social peace. 

However, it is to Economics that the problem is most ger¬ 
mane. For the results of unemployment affect economic 
society in many ways: 

1. It wastes the productive effort of the community. For 
the resources of the realm are not employed to the best advan¬ 
tage if labour remains idle. While our needs remain unmet, 
it is “bad housekeeping” to allow one factor of production to 
remain unused. 

2. The economic waste of one factor of production becomes 
more glaring when, because of the very unemployment, com¬ 
modities are deliberately wasted. Coffee has been thrown into 
the sea, cotton ploughed back, wheat used to drive engines, 
milk given to pigs, rubber burnt, because unemployed men 
could not make an effective demand for these very goods that 
they needed. This paradox of hunger amidst plenty, of mass 
unemployment amidst unfulfilled wants, of the waste of an 
essential and a most perishable factor of production (labour), 
when society needs labour and labourers demand but to work, 
is a challenge to economic theories. 

Idealists have envisaged a society with the discipline of 
hunger removed. It is argued that just as Greek culture 
flowered on the labour of the helots, Roman law on the 
latifundia, knightly chivalry on the labour-rent of the serf, 
and the wealthy ease of the factory magnates on the “wage 
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slavery” of the factory hand, so to-day is the machine 
capable of removing the toil and drudgery from life. It should 
enable all Mankind to enjoy the leisure that makes possible 
the good life. For there is no virtue in labour itself. Labour 
is only a means to the good life. It is not an end in itself. 
That however is a philosopher’s picture of the future. It is 
sufficiently remote to supply no solution to a pressing 
problem. 

Work is not aimless self-fatigue. Employment connotes 
doing work for which the worker is paid, to do which he has 
to use native or acquired skill, and which results in the creation 
of utilities. Of course some people will do work without pay¬ 
ment. They will work out of a sense of public duty, or to 
gain the esteem of their fellows, or to fulfil some personal 
pleasure, or even to be healthily occupied. Such work too has 
economic implications, but in order to earn a living the worker 
has to receive some payment. Workers then include all those 
who earn their living by their effort and skill and ability, rang¬ 
ing from the unskilled casual labourer to those gifted with 
the rarest skills. 

The modern state has devised a system of insurance against 
sickness, accidents, old age and unemployment. But it is an 
insurance against and not a cure for these risks of life. Insur¬ 
ance against unemployment will not abolish unemployment. 
It will alleviate the distress consequent on unemployment. 

Unemployment has been divided into two main groups: 

A. The first is Structural Unemployment. This is caused 
by any industrial change, by what has been called industrial 
and commercial “progress”. When new kinds of goods are 
produced that displace older goods, then those employed in 
making the previous gcxxls are dismissed and become unem¬ 
ployed. So that whenever demand changes because of a change 
of taste or fashion, it will affect adversely the established 
industries. When the railway came, those employed in the 
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previous road transport industries suffered. The gas industry 
displaced the candle industry. The artificial silk industry is 
affecting the older textile industries. So that it can be said that 
Structural Unemployment will occur whenever too large a 
labour force remains attached to an industry (which may be 
dying) or an area (which is decaying). 

It has already been seen that frictions prevent the necessary 
mobility of labour to meet changing demand. These frictions 
prevent those who arc redundant in an industry or in an area, 
from going to those industries or areas where labour may be 
needed. Such frictions may be: 

1. Ignorance: There may be employers in one area seek¬ 
ing workers and workers in another area seeking work. Yet 
one does not know of the other. 

2. Incapacity: One of the evils of spcciaHsation is that men 
have been unable to work to new processes. Technical im¬ 
provements arc essential to healthy and dynamic economic 
life, yet they may be held up by lack of workers to work to 
them, and workers may suffer through inability to work to 
them. 

3. Legal: When law prevents the free flow of labour. 
Indeed one of the consequences of unemployment is that 
both the State and organised Labour fear that their standards 
of living may be jeopardised by the free entry of labourers. 
So that die State passes aliens’ laws and places a quota system 
on the entry of foreigners, whilst Trade Unions place restric¬ 
tions of training and apprenticeship and high membership 
fees on new entrants. 

4. Human: Men, who have been long in one craft or in 
one area, find it too difficult to move to other industries or to 
other areas. They may be too old. They do not wish to lose 
their life friendships or their known moorings, for the un¬ 
known. They may have local church and educational attach¬ 
ments. In a period of housing shortage they may not wish to 
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leave a home, when there is no other available. It has already 
been seen that new industries recruit their labour from the 
young and those who are more mobile. 

5. Lastly, it may be just human inertia, that keeps people 
in one area and even to one industry although they are unem¬ 
ployed. They may be too listless to move. Unemployment 
undermines character and after a long spell, men doubt that 
there ever will be work for them again. 

In the twentieth century the State has modified the frictions 
that increase unemployment by such means as: 

1. Labour Exchanges were instituted in 1909 and have 
attempted the organised mobility of labour. They pre¬ 
vent the aimless search of men by employers and of work 
by men. For it has been seen that the labourer suffers from 
having his commodity, labour, inextricably attached to him. 
It is the most perishable of all commodities. Once it has not 
been consumed, it is lost. It is a most essential of commodities. 
Not a machine will move without labour. It is therefore im¬ 
portant from the point of view both of industry and the 
labourer that this commodity should be used to the best 
advantage. Part of the very human problem of casual labour 
is that through lack of knowledge or organisation, certain 
areas or certain industries have retained an excessive reserve 
of perpetually under-employed labour. 

2. Controlled Location of Industry. As areas become 
specialised, it has meant that when the demand for the com¬ 
modity produced by that area declines, then the whole region 
becomes a distressed or derelict area. As the inhabitants have 
become specialised to the work which the locality offered, they 
suffer in the change. The State has therefore recognised the 
human obstacle to mobility of labour, by planning the bal¬ 
anced distribudon of industry and labour. 

To meet the unemployment caused by technical changes, 
changes of fashion and the growth of foreign competition, the 
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Government proposes that industries should be “sited”, and 

“planned” in order: 

1. To mix employment. That is, to see that an area is not 
over specialised. 

2. To control the location of industries, so as to prevent 
unsuitable siting. 

3. To transform the depressed and derelict areas into 

Development Areas. Such areas are to be helped by priorities 

in building, government orders and loan facilities. For such 

areas have a store of fixed “social capital”, churches, schools, 

town halls, public buildings, parks, which it would be unwise 
to allow to go derelict. 

4 * Provision is also being made for training and re-training 
for those whose crafts and skill have no further market, because 
of such structural changes in industry. 

Organised mobility of Labour, and Planning the Location 

of Industry, are both replacing and aiding the free market and 
the interplay of economic forces. 


B. The second and graver problem is that of General Un¬ 
employment. In the period 1929-31, which became known as 
the Economic Blizzard, it reached the disturbing figure of 
14% of those insured against unemployment. In such a period 
unemployment is not confined to one locality or to one industry 
but is spread over all localities and all industries. The two 
kinds of unemployment are of course intertwined, but it is 

this mass unemployment that needs more immediate pre¬ 
vention. 


Economists agree on what is a truism, that a cause of general 
unemployment is a decline in total monetary expenditure. It 
cannot be due to shortage of work, because human needs are 
far indeed from being satisfied. But the effective demand for 


those needs is limited. Employment depends on spending. 
The more a person spends the more will someone be em¬ 


ployed. There is an industrial chain beginning with the final 
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consumer and ending with the primary producer. When a 
person spends, he gives work to retailers, who then give 
work to wholesalers, who in turn give work to manufac¬ 
turers, who give work to the grower or miner of the raw 
materials. All the industries are employed to supply the want 
of the final customer; the distributive, the constructive, the 
extractive; the shippers and bankers and insurance houses. 
All depend on the effective demand of the final consumer. 

If the consumer fails to spend, then the whole chain of 
production right back to the extractive industries, ceases. 
Spending makes work. (Of course wise spending makes wise 
work.) As the amount of spending rises so the number of 
people employed rises, as sp>ending falls so employment falls. 
If spending is regular then employment is regular, if spending 
is erratic then employment will fluctuate. But, in order to be 
able to spend, the consumer must have work. Employment 
gives the consumer the wherewithal to spend, and when he 
spends he creates employment. Employment creates employ¬ 
ment. 

The total spending within a realm can be divided into three 
main sources: 

1. Private or Inaividual. 

2. Public or semi-public. 

3. Foreign or for the Export Trade. 

A. When private people spend, they can buy either: 

I. Consumption Goods, that is goods that on the whole 
satisfy immediate needs; books and bread, concerts and clothes, 
milk and medicine. 

or 2. Production Goods, such as machinery and ships, 
factories and foundries, that is goods that will one day produce 
more goods. They do not buy these Production Goods for 
personal consumption. They buy them, because they hope 
that one day they will produce more consumption goods. And 
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they buy these Production Goods indirectly and co-operatively 
by investing their money in companies that produce these 
goods. (Buying Shares on the Stock Exchange is not invest¬ 
ing. It merely transfers money and claims from one person 
to another.) They hope of course that their investments will 
prove successful, that they will receive good dividends, with 
which they will again buy either Consumption Goods or Pro¬ 
duction Goods. Because Production Goods take time to make, 
they are also known as Future Goods. Because Consumption 
Goods are r:onsumed within a relatively short time they are 
called Present Goods. Of course there are border difficulties. 
A house for one’s personal use might be classified as Consump¬ 
tion or Present Goods but a house in which goods arc to be 
made, might be Production Goods or Future Goods. And, of 
course, a house as consumption goods is more durable than 
e.g. a hat. 

Because, however, when a person buys Future or Production 
Goods, it means that he has to wait for a return on his money, 
this form of Spending is called Saving. But from the 
economic point of view Spending and Saving arc both outlay. 
They both contribute to the total monetary expenditure. 

B. The total monetary expenditure will also include buying 
by the Government, for it buys the services of its employees 
both civil and military. It pays them a wage varying in range 
from a private’s to a Field-Marshal’s, and from a government 
typist’s to that of the Head of a government department. 
The government has also invested money in such companies 
as the Suez Canal and the Anglo-Iranian Oil Company. 

In addition to the Government, there is a growing body 
of public and semi-public spending authorities, adding their 
spending to the total expenditure. Such public spending 
authorities are the Local Governmental Authorities. They too 
have a large Local Government Civil Service. They too buy 
Consumption Goods, such as meals for school children; and 
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Durable Consumption Goods such as Swimming Baths and 
Libraries. They also borrow in order to buy Production 
Goods. Semi-Public Corporations like the B.B.C., Dock and 
Harbour Boards, the Electricity Board also buy both Con¬ 
sumption and Production Goods. They add their outlay to 

the total outlay of the community. 

C. Lastly, when we export our goods, they are bought by 
foreign persons or companies, who add their spending here 
to the total monetary outlay that will determine the range 

of Employment of our people. 

The experience of the last 150 years has been that unem¬ 
ployment comes in cycles which suggests that the action of 
the Government should be directed in an anti-cyclical direction. 

It has been seen that unemployment creates unemploy¬ 
ment. When unemployment begins to start this cycle, it docs 
so generally in a constructive industry. Shipyards are idle long 
before bakers’ shops, foundries work short time long before 
tailors. And the reason is that the demand for consumption 
goods is relatively stable as compared with the demand for pro¬ 
duction goods. Investment that finances the production of 
Capital Goods however is on the whole unstable. It had been 
supposed that in times of boom, the bank rate would be raised 
and in times of slump it would be lowered, in order to stimu¬ 
late investments. But it has been shown that in times of doubt, 
investors will not borrow even at low rates, so that the effect of 
a lowered Bank Rate as a stimulus to investment becomes 
doubtful. Before there is an actual economic depression that 
throws people out of work, there is a psychological depression 
that checks the flow of investments. This psychological depres¬ 
sion makes this kind of spending erratic and incalculable. 
It is also erratic and difficult to forecast because Construction 
Goods are generally so durable. If a mistake is made, it is 
generally difficult to remedy it quickly. If a Bradford firm 
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makes a cloth that does not take, it will speedily weave a new 

one, but if machines are made that are faulty, it is not so easy 
to scrap them. The loss is far greater. 

Lastly, firms generally build up reserves from which to 
renew their equipment. It is an annual cost to the company. 
Now if this psychological depression sets in and they do not 
renew depreciation, then it puts the industries that cater for 
such needs entirely out of work. For example, a firm making 
motor-car bodies had been in the habit of renewing 10% of 
its equipment every year, but because of doubt it now decided 
to renew only 5%; this small reduction, if made by each firm, 
would mean a 50% reduction in the demand for such renewals. 
Production it has been seen is always ahead of demand and in 
anticipation of a demand. So that miscalculations are clearly 
more possible in the construction industries. 

Unemployment once begun, spreads. Men will be put on 
short time, some will be dismissed. These will spend less on 
consumption goods. Shopkeepers will buy less from the whole¬ 
salers and so the chain of unemployment will encircle industry. 
It has therefore been suggested, that the Government should 
now act in an anti-cyclical direction. For it has been pointed 
out, that the action so far of the Government has been to deepen 
the slump. When a slump begins the cry is raised for Govern¬ 
mental economy. They cut salaries, they slow down or cease 
public works, they add to the volume of unemployment, by 
withdrawing money from the total monetary expenditure. It 
has been therefore suggested that they should reverse this 
process, by: 

I. A Policy of Public Works; that is, by beginning to do 
publicly what private investment will not; by building new 
roads and bridges, by land reclamation, by checking coast 
erosion, all of which will make employment (give spending to 
workers) and help to maintain the volume of outlay necessary 
for employment. It has however been contended that, unless 
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there is careful planning beforehand, this cannot be put into 
operation when needed. For example, it has been pointed out 
that when President Roosevelt inaugurated such a policy of 
public works to cure the unemployment problem in the U. S.A., 
it failed. The sum spent, in proportion to the total outlay 
needed for full employment, was a fraction. Moreover such a 
policy takes time and what is needed is immediate work to 
maintain outlay. To meet these criticisms, it has been suggested 
that the Government and the Local Authorities should draw up 
a programme of public works that could be put into operation 
immediately. The public works programme would help to 
maintain employment when private investment failed. 

2. The Government could also help by not reducing its 
wage bill, by not adopting an economy campaign, by not cut¬ 
ting down its works programme. It would have to face the 
unorthodox fact that for that year, the Budget would remain 
unbalanced. Budgetary Reform is part of the wider plan to 
secure and maintain full employment. 

3. The Government might also vary Income Tax, especially 
now that it has introduced P.A.Y.E., increasing it in good times 
and lowering it in bad. This would make the demand for con¬ 
sumption goods more stable. 

4. This principle could be further applied to premiums for 
Social Insurance. When there were symptoms of a contraction 
of total spending because of unemployment, premiums could 
be lowered for the employees and so the private expenditure 
on Consumption Goods would not decline too sharply. Con¬ 
sumption would remain relatively stable. 

Anti-cyclic measures however are considered by economists, 
who wish to be more thorough, as a palliative. They wish to 
plan for “full employment for all,” to maintain the total mone¬ 
tary outlay so as to produce full employment for all. It is 
recognised that in a dynamic society, there will exist certain 
frictional influences that will make for unemployment: seasonal 
slackness and changes; men changing their jobs; foreign de- 
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mand will fluctuate. This unemployment it is hoped, will be 
of short duration and the ensuing hardship will be alleviated 
by the Unemployment Insurance Fund. But in the worst year 
between the wars in 1932 there were 2,800,000 persons unem¬ 
ployed, and many had been so for years. It is argued that if 
planning of man-power was possible during the war, it is also 
possible in peace. Both in war and in peace, it is recognised 
that employment depends on outlay. The main measure is 
therefore to secure adequate outlay by all the consumers of the 
realm, in order to evoke full employment. Consequendy, it is 
claimed that the Government with a Planned Economy should 
sec that the total outlay should equal the total productive 
capacity of the nation. For full employment therefore, a new 
kind of Budget is envisaged. So far, the Chancellor of the 
Exchequer has issued a financial Budget. He has dealt with 
the finances of Britain, and the influence of the Treasury has 
been to make it a budget of financial incomings and financial 
outgoings. The new Budget introduced by a Minister of 
National Finance, with wider range of responsibility and ad¬ 
vised by a kind of Economic General Staff, should be more 
comprehensive. Its data would not be merely financial but 
would contain estimates of man-power, productive capacity, 
national resources, and equipment. It would be the duty of the 
Minister of Finance to see that the total outlay equalled the 
productive capacity of the people. He would estimate what 
outlay he could expect from private consumption and private 
investments. For the first condition of full employment is that 
total outlay should be high enough to set up such a demand 
for the products of industry, that it could not be satisfied with¬ 
out using the entire man-power of the realm. He would also 
have to estimate what would be the governmental and semi- 
governmental expenditure, and of course the demand by foreign 
countries for our goods and services. 

He would seek to increase total ouday, by encouraging: 
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1. Private consumption. 

2. Private investment. 

3. Undertaking additional public spending. 

4. Developing exports, that is the spending by foreign 
peoples or governments, in buying goods made here and so 
giving work to our people and balancing our payments abroad. 

He could encourage private consumption: 

1. By such schemes as a comprehensive social insurance, so 
that when earnings fall off, consumption should not do so at 
same rate. This might “banish want” from our society. 

2. By bulk purchase of suppHes and their distribution at 

controlled prices, or even at a price which might be lowered by 
a subsidy. This would give regular employment to producers. 

3. By a comprehensive Housing Plan, that would give 
regular work, and so regular outlay, to a vast army of people. 
Such a scheme would be a “public investment.” 

4. By a National Health Service, which would prevent the 

falling-off, of spending during sickness. 

5. If necessary, by a “free” distribution of goods, to maintain 

regular production of such goods; milk and meals for example 
to school children. To those critics who fear waste, it has 
been pointed out that even if there were waste, it is better to 
have such waste here, at this stage of “production,” than waste 
of human effort by unemployment of producers; and better still 
than to have goods wasted, as wasted they were, by producers 
who threw away coffee and burnt wheat and misused milk. 

6. The Minister of National Finance could also improve 
our National Equipment and so raise the nation’s standard of 
living. He could do this steadily, and not by fits and starts, 
by instituting a National Investment Board to encourage 
investments. 

He could Balance our Payments Abroad by: 

I. Increasing our exports, or 
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2. Reducing our imports and replacing them by home 
products. 

Our exports could be increased by increasing the efficiency of 
our producers, by improving their health and training and by 
improving the mechanical equipment of our industry. For in 
^e interest of full employment, it would be unwise to leave 
imports and exports to the unregulated working of the 
previous market economy. And the need for balancing our 
payments abroad is an additional reason for planning outlay. 
Because we are less self-sufficient than any other industrial 
realm, the need for overseas trade is the more vital. Because a 
large demand for British goods (with its consequent effect on 
the volume of employment here), comes from overseas, a full 
employment policy should include measures to stabilise this 
overseas demand. This demand comes partly from producers 
of primary commodities. To stabilise the demand for the 
primary producers, there would be need to stabilise production 
and marketing of the primary products. This in turn implies: 


(a) Long term collective contracts. 

(b) That Britain should guarantee both a market and a 

price, in order to secure stability of supply and prosperity to the 
suppliers. 

(c) And by such means, she would secure a stable market 
for the products of her own industries. 


It is recognised that it is more difficult to stabilise demand 
from other industrial countries. It is suggested that it can be 
pursued indirectly by seeking to develop trade primarily with 
those countries which are themselves taking effective steps to 
secure full employment. For it is accepted that only by inter¬ 
national trade, implying as it does the specialisation of people 
and areas to produce those commodities and services for which 
they are best fitted, can the standard of life be raised. 

Planning for Full Employment may compel planning for 
many of its implications: 
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1. Obviously it will mean planning for “total outlay.” 

2. It has been seen that it will imply planning a new kind 

of Budget. 

3. Planning and the control of the currency of the realm 
has already become a function of the Government, more especi¬ 
ally since the Bank of England has been nationalised in 1945. 

4. It would obviously be unwise for workers enjoying 
security, as a result of full employment, to exert pressure to 
secure wages that would destroy their gains. For higher costs 
of goods and services might more than counter-balance their 
wages and their regular work. There will therefore be a need 

for some planning of a National Wages Policy. 

5. Obviously too there will be an urgent need for some plan 
for Price Control, to make both wages and security really 

effective. 

6. Lastly, full employment and industrial security may 
undermine industrial discipline, as we know it. For so far, 
industrial discipline has had the final sanction of hunger. 
Obviously a new social sense will have to develop, a sense of 
the dignity of labour, of the joy of craftsmanship, of the value 
of industrial comradeship, to offset the hostility between 

Mastership and workmanship. 

There are criticisms too of this plan for full employment: 

1. It is argued that the final aim of economic life need not 
be merely full employment. 

2. It would obviously entail a vast bureaucracy to ad¬ 
minister the scheme. 

3. And it is further argued that the financing of the Plan 
is weak. For the Government is to finance full employment 
by increased taxes and loans. But they may be difficult to 
procure in times when they are most in need. 

4. Lastly, it is held that the Theory states that full employ¬ 
ment can be secured by an adequate supply of “purchasing 
power”. But money is not an “asset”. It is a “claim” on goods 
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and services. What is really needed is greater output per Man 
Year ( 0 ,M.Y.) to enable this claim to be met. 

Note. The “Plan” is discussed more fully in: 

Full Employment in a Free Society, by Sir William 
Beveridge. 

Full Employment, by Barbara Wootton. 

Employment for all, by P.E.P. 

It is only a “Plan”. But the “Plan” is based on economic 
data and economic reasoning. It is a “Policy”, which the 

Governmenc may adopt or reject. The economist can only 
advise. 
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I. THE PUBLIC AUTHORITY AND MONOPOLY 

The attitude of English public authorities to monopoly is not 
C[uite clear and the problem of monopoly control is further 
complicated by poUtical considerations. 

(a) Politically 

(i) One body of political thought—^the Socialistic ^would 
like to see a great extension of control and ownership of 
monopolies by public authorities—(whether the State or 

Municipality). It is argued that 

(a) the fact that such a monopoly already exists, 

facilitates such control or ownership 

(b) the nation (or town or country) could then secure 
the profits which otherwise go to private individuals 

(c) because such an authority was publicly controlled— 
the price would not be “extortionate”, and the 
quality of goods high 

(d) public opinion would secure “efficiency” and pre¬ 
vent “jobbery” 

(2) The opposing body of political opinion—the In¬ 
dividualistic—argue that 

(i) State or Municipal control of industry would lead 
to "political” control; that is appointments might 
be made on political considerations and not on 
that of individual efficiency 

f'2) the control by a public body leads to a decline in 
personal initiative; for there is no personal incentive 
to success 
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(3) It creates a large body of public employees—who 
may use their powers as citizens—(the vote) to 
maintain high wage rates (or high real wages) for 
themselves, by voting for those promising such 
advantages. (It has even been suggested that public 
employees should be disenfranchised) 

(4) It leads to bureaucracy and dull routine 


(b) Economically 

Society we have seen relies on competition to secure its 
goods and services. It has already been seen why and how 
competition encourages the formation of Trusts and Com¬ 
bines. (Other factors such as Tariffs have also to be con¬ 
sidered. For a tariff—by securing a monopoly of the home 
market—^makes combination; a “working proposition” to 
those who would otherwise keep out of the Combine.) 

In England, because the law refuses to sanction “contracts 
in restraint of trade” Cartels are not formed; but Trusts 
and Combines. 

These Monopolies may be either 

(i) Vertical 
or (2) Horizontal 
or better still 

(i) Artificial monopolies 

or (2) Technical monopolies (or Public Utilities) 

Now in the case of Artificial Monopolies the State does 
not intervene. It relies on 

(1) Competition—^which will appear as soon as profits 
are sufficiently tempting 

(2) the possibility of Substitutes 
to safeguard the consumer. 

But in the case of Technical Monopolies, it has been seen 
that competition is impracticable and wasteful. In such 
cases, public authorities do intervene. 
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Such intervention is (i) made possible—by the necessary 
demands of the company to infringe on private property (a 
railway or tramway service, or a gas or water company, need 
these powers): In asking such powers from the State, the 
State can impose conditions; (2) is facilitated, by the nature 
of the industry: because 

(1) the Market is secure 

(2) competition is self-destructive 

(3) The industry lends itself to routine management 

This control, by a public authority, may take four possible 
forms: 

(a) the control of Profits 

(b) the control of Price 

(c) allowing the Company to “run” the industry for a 
stated period of years, after which it is handed to the 
State or Municipality. That is leaving the industry 
to a private enterprise 

(d) complete ownership. 

(a) If it is attempted to control the Profits of the com¬ 
pany—to prevent “squeezing” the consumer—then it is 
argued that 

(1) such an attempt may penalise “efficiency,” for why 
struggle to make high profits by better methods— 
if they are to be taken away (beyond a certain 
figure) by the State—or if they are to go to the 
consumer in reduced charges? 

(2) profits depend on efficiency: but also on the capital 
of the Company. It has been seen how companies 
can “water” their capital 

(b) If it is attempted to control the Price of a unit erf: 
goods or services: then it is argued that 

(i) the government’s fixed price—which of course will 
be the maximum charged price—will rarely be 
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lowered and so will offer little protection to the 
consumer. 

(2) at the government’s fixed price the quality of goods 
may suffer 

(3) price-fixing is so important a part of business that it 
almost implies full ownership. 

(c) If the authority leaves the industry to a Private Com- 
oany, then 

(1) the company is not zealous of great improvements, 
since the industry must ultimately be handed back 

(2) they will secure the greatest advantage from their 
temporary control. 

(d) So that: because of these difficulties some States and 
Municipalities have taken over—control and own—such 
technical monopolies. Such ownership may be 

(1) Direct—as in the case of the Post Office 

(2) Indirect—as in the case of the B.B.C. 

The discussion then reverts back to “politics.” (Many of 
these arguments have been taken from the chapter on 
Monopoly in Marshall and Clay.) 
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n. DIAGRAMS TO ILLUSTRATE THE RELATION 
BETWEEN SUPPLY AND DEMAND AND PRICE 


(i) Let us imagine the case of motor-cars. Then: if manu¬ 
facturers found that at the price of 

;^ioo each they could supply 15,000 cars 
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It could be represented on a graph as 
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Then SS would be the Supply Curve; that is at the higher 
the price, more cars would be produced. 
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(2) Again let us now imagine that at the price of 


;^ioo; then 40,000 cars would be bought 
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This would be represented graphically as 



Quantities (in thousands) 

Then DD would represent the Demand Curve—^the lov/cf 
the price of each car, the more cars would there be bought 
Now if the two graphs are combined, the result indicates: 
While the Demand is for 40,000 cars; the price is — 
while the supply is only 15,000 cars 
While the Demand is for 30,000 cars; the price is 
while the supply at that price is 25,000 cars 
While the Demand is for 20,000 cars; the price is — 
while the supply at that price is 35,000 cars. 

(3) It is now easy to see what would be the Market Price of 
a Car 
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(a) It cannot be 40,000 


Then 


among 


(b) It cannot be ;C500, for at that price there are 20,000 


sellers will force the prices down. 

The price will be at that level when demand balances 
1^., At that price 25,750 will be bought and sold. 


among 



As has been seen, at this figure, some buyers will be receiv¬ 
ing a Consumer’s Surplus: and some sellers a Producer’s 
Surplus. 

(4) Now if a tax were imposed on the production of 
motor-cars, the new Supply Curve would be above the old 
Supply Curve; so that the new Point P^, will indicate that 
prices will rise. Similarly if the Demand increased, so that 
larger amounts were bought at the old prices, then the new 
Demand Curve will be above the old demand curve. 
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Such a graph brings out—pictorially the distinction between 

(1) a change in the conditions of demand or of supply 

(2) a change in the amount purchased or sold, which may 
be the result of a change in price. 

Similar graphs should be drawn to illustrate 

(1) Where the Supply of a commodity is produced under 
conditions of Increasing Returns and Diminishing 

Returns. 

(2) Where the Supply of a commodity is Elastic or 
Inelastic. 

(3) Where the Demand for a commodity is Elastic or 
Inelastic. 

(4) The “short run” and “long run” effects of changes in 
the volume of effective demand and of effective 


The 


supply. 


such conditions and then plot the graph. 



THE TABULAR STANDARD 


331 


III. A SUGGESTION FOR THE STABILISATION OF 

PRICES 

THE TABULAR STANDARD 

The necessity of “good” money to economic society has 
already been seen. 

The reasons for the general acceptance of “gold” as the best 

money material have also been seen. 

Besides the general advantages of a “metallic” form of 
money, gold possesses the additional advantages of 

(1) having intrinsic worth of its own—as metal, as 
bullion, 

(2) being relatively stable in value. For the stock of 
gold already in existence is so large and the annual 
additions to the stock relatively so small. 

Gold was therefore used to measure the value of goods over 
periods of time. But recent experience has shown that even 
gold is not constant in value—while commerce is based on 
the assumption that the purchasing power of money will re¬ 
main unchanged. 

For example; if A buys say coal from B, to the value of 
^Tioo, and promises to pay him in six months’ time; if during 
the interval the value of money changes then commerce be¬ 
comes a gamble, and economic life exceedingly insecure. 

In order to secure that the Standard of Value should not 
itself vary in value, a variety of schemes have been suggested. 
One such plan is called the Tabular Standard. This is really an 
extension of the use of Index Numbers. 

For example; in our case of A buying coal from B to the 
value of >^100. If at the date agreed upon for payment, ;^ioo 
will buy more—that is if the value of gold has appreciated, 
then B will receive more than he expected and A will be the 
loser. 
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If, on the other hand, will buy less—if the value of 
gold has depreciated—B will receive less and A will have 
gained. 

The scheme therefore suggests that instead of payment being 
made in units of coin, it should be made in units of purchas¬ 
ing power. 

For example; it could be arranged at some Central Office 
(and business men would have to agree to this arrangement) 
that the Unit of Purchasing Power be the amount of money 
that could buy i cwt. of coal, i cwt. of iron, i lb. of cotton, 
I bush, of wheat, i cwt. of copper and i gal. of oil. Let us 
assume that the total price of these goods, in 1932, was £2. 

Then if A bought from B goods to the value of ;/^ioo; it 
could be expressed that the coal (or goods) cost or was ex¬ 
changed for fifty units of Purchasing Power and when pay¬ 
ment was made, then fifty units of purchasing power would 
be returned. 

For example; if payment were made in 1934 and according 
to the Index, kept at the Central Office, the purchasing power 
of money had halved (that is that the total price of the goods 
taken for the Index Table had doubled) then A would pay 
for the coal, fifty units of purchasing power; which would then 
be not would take £200 to buy the 

same amount of goods in 1934, which it would have taken 
^100 in 1932). 

If, however, the purchasing power of money had doubled 
(that is that the total price of the goods taken to form 
the Index Table had halved) then A would still pay fifty units 
of purchasing power. But because the purchasing power of 
money had halved, he would only need to pay ,^50, for 
would buy in 1934 the same amount of goods that ;^ioo had 

bought in 1932. 

It is suggested that such a Standard would be of great 
benefit in il cases of contracts over long periods—whether 
purchases, annuities or pensions; although it might prove not 
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so advantageous in everyday commerce. 

The main advantages claimed for such a Standard arc 

(1) It would secure financial stability 

(2) It would discourage speculation; which is based on 
fluctuations in the price of commodities. 

(3) It would prevent bankruptcies, for they are caused by 
the calculations of merchants being upset 

(4) It would prevent the periodic collapse of credit—or 
mitigate its intensity—^for prices would be more 
stable 

(5) These advantages would react favourably on social 
relations, ije., on unemployment. 


IV. A CRITICISM OF THE RICARDIAN THEORY 

OF RENT 

An American economist, Walker, has criticised the Ri¬ 
cardian Theory of Rent. His argument is as follows—^that it 
would be untrue to say that the first settlers in a country 
occupy the most fertile sites, and that later settlers occupy 
less fertile areas. The reverse might be the case. For example; 
when the Pilgrim Fathers landed in North America, they 
hugged the seaboard lands, and only later when the Appala¬ 
chian heights had been crossed, were the fertile Prairies 

reached. 

There arc two answers to this criticism: 

(i) The order of time in which land of differing 
fertility is occupied and cultivated, does not greatly 
affect the theory; for whilst variations in the fertility 
of land exist, so will those who own lands above the 
Margin of Cultivation, receive a Rent. 
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(2) I’he Rent, in this case, in the case o£ the Pilgrim 
Fathers in North America, may have been a Rent of 
Accessibility or Situation and not a Rent of Fertility. 
For wherever there are variations in the quality of 
“land,” whether as a result of Natural, or Social or 
Artificial causes, there Ricardian Rent will emerge. 


V. MARSHALL, ON THE REPRESENTATIVE FIRM 


The conception of a Representative Firm emerges on the 
application of the Ricardian Theory of Rent to Profits. 

When apphed to “Land”, there is obviously Land on the 
Margin of Cultivation, which is cultivated because it pays 
at the price ruling for its product to cultivate it. But it yields 
no rent. 

When the theory is applied to businesses, however, the 
Marginal Firm must make a profit. If it did not make a 
profit it would go out of existence. So that this firm is not quite 
Marginal in the sense that Land is. Prof. Marshall defines the 
Representative Firm as one “which has a fairly long life, 
and fair success, which is managed with normal ability, and 
which has normal access to the economics, external and in¬ 
ternal, which belong to that aggregate volume of production.’ 
So that while a profit is made, the Representative Firm will 
continue to survive. From which it follows that prices will 
tend to adjust themselves to the cost of production of the 
Representative Firm and not of the abstract Marginal Firm. 

But economic rents will, however, still emerge; for all 
businesses which can produce more goods than the representa¬ 
tive firm will make higher profits—which are in the nature 
of economic rent. The successful businesses may have some 
natural or social or artificial advantages over the purely repre¬ 
sentative firm. 
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VI. THE CLEARING HOUSE RETURN 

The following is a statement for the week ending Friday, 
September 30th, 1932, showing; 

(1) The Clearing House Return, 

(2) A comparison with a year ago (taken from The 
Times), 


Clearing House Return 

Bills, cheques, etc., passing through the London Bankers’ 
Clearing House during the week ended September 28th, 
amounted to 546,810,000. This compares with 527,427,000 
for the preceding week and with ;^6i8,i32,ooo for the corres¬ 
ponding week a year ago. The aggregate for the year to date 
is ^23,684,121,000, which is 5,392,691,000 less than the figure 
for the period to September 30th in 1931. The usual tables 
are given below:— 


1932 

Town 

1 

Metropolitan 

Country 

Cheque 

Total 

Sept. 

22 

£106,325,000 

101,609,000 

£3,820,000 

£6,747,000 

£117.092,000 


23 

4,299,000 

7,272,000 

113,180,000 


24 

41,698,000 

4,677,000 

7,47 5 >000 

53,850,000 


26 

76,394,000 

4,953,000 

6,838,000 

88,185,000 


27 

68,228,000 ' 

4,027,000 

7,437>ooo 

79,692,000 


28 

83>5I7>ooo 

3,833,000 

1 

7,461,000 

94,811,000 

Week 

£477.971.000 

£23,609,000 

£43,230,000 

Country 

£346,810,000 

1951 

Town 

Metropolitan 

Cheque 

Total 

Sept. 

24 

£88,941,000 

£4,330,000 

£7,226,000 

£100,497,000 

>> 

25 

90,962,000 

4,136,000 

7,330,000 

102,428,000 


26 

36,732,000 

4,226,000 

6,955,000 

67.933.000 


28 

107,838,000 

5,429,000 

6,770,000 

120,037,000 


29 

77,830,000 

4,683,000 

7,868,000 

90,381,000 

136,856,000 


30 

124,154,000 

4,144,000 

8,558,000 

Week 

£546,477.000 

£26,948,000 

£44.707.000 

£618,132,000 
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NOTES ON BOOKS FOR FURTHER READING 

Economic literature is growing rapidly. The War and its 
consequences, the economic problem of reparations, the many 
inquiries into the causes of the “great economic depression”, 
have resulted in a greater desire to understand the economic 
structure of society; as well as in the publication of a large 
number of books on economic theory. 

Many of these books are not helpful to beginners, whether 
adolescent or adult. Some are too specialised, dealing with 
only one particular economic problem. Some are too technical; 
some already suppose a sound basis of economic theory. 

I have found the following small and cheap books very use¬ 
ful and helpful to beginners, and to them I am myself greatly 
indebted. 


Penson, H.: The Economics of Everyday Life: Vols. i and ii 

(C.U.P.) 

Jones, R.: Everyone’s Economics (Sidgwick & Jackson) 
Macgregor, H.: The Evolution of Industry (Thornton Butter- 
worth: Home University Library) 

Clay, H.: Economics for the General Reader (Macmillan) 
Marshall, A.: Elements of Economics of Industry 
(Macmillan) 

CarR'Saunders, a. M.: Population (O.U.P.: World’s Manuals) 
Marriott, J. A. R.: How we Live (O.U.P.: World’s Manuals) 
Lehfeldt, R. a.: Descriptive Economics (O.U.P.: World’s 
Manuals) 

Lehfeldt, R. A.: Money (O.U.P.: World’s Manuals) 
Withers, Hartley: The Meaning of Money (Murray) 

Burns, E.: Modern Finance (O.U.P.) 

Leaf, W.: Banking (Thornton Butterworth: Home Univer¬ 
sity Library) 
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More difficult books are; 

Cannan, E.: Wealth (King) 

Marshall, A.; Principles of Economics (Macmillan) 

Gide, C.: Principles of Political Economy (Ha rrap) 

Taussig, F. W.: Principles of Economics: 2 Vols. (Macmillan) 


A SUPPLEMENTARY BOOK LIST (1947) 

The following books should be consulted in connection with 
Chapters XXI-XXIV, added in the second edition (1947)- 

Henderson, H. D.: Supply and Demand (C.U.P.) 

Robertson, D. H.; Money (C.U.P.) 

Robertson, D. H.; The Control of Industry (C.U.P.) 

Harrod, R. F.: International Economics (C.U.P.) 

Robinson, M. E.: Public Finance (C.U.P.) 

Wright, H.: Population (C.U.P.) 

Robinson, E. A. G.: The Structure of Competitive Industry 

(C.UF.) 

Dobb, M.: Wages (C.U.P.) 

Robinson, W. H.: Money and the Citizen (Duckworth) 
Beveridge, Sir W. H.: Full Employment in a Free Society 
(Allen and Unwin) 

Crowther, G.: An Outline of Money (Nelson) 

Titmus, R. M.: Birth, Poverty and Wealth (Hamilton) 
Whale, R.: International Trade (H.U.L.) 


SUMMARIES 


Chapter I 

WORK AND WANTS 


Man has wants. He works to satisfy his wants. 

'fhe simpler the economic life the more direct is the relation 
between work and wants. 

Any labour is productive if it satisfies a want. There can 
be misdirected labour if the product fails to satisfy a want. 

Labour is to-day organised in industries. The four chief 
industries are: 

1. Extractive 

2. Constructive 

3. Commercial 

4. Transport 

The forms of labour have been divided into 

1. Mental and Manual 

2. Skilled and Unskilled 

3. Responsible and Automatic 

but the classification is not rigid, for they merge. 

Wants, too, have been divided into 

1. Necessities 

2. Comforts 


3. Luxuries 

but again this classification is not rigid. 

There are in addition Conventional Necessities. 

In order to have economic consequences Wants must be 
Effective. There must be Willingness and Ability to satisfy 


the want. 


There may be wants for Concrete tilings or Commodities 


or for Services. 
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Wants too: 

1. Create Wants 

2. Are competitive {f.g, tea or coffee) 

3. Are complementary {e.g. table and chair) 

4. Are limited in their capacity for giving satisfaction 
(law of satiable wants) 

5. Are supplied whether good or bad 
Wealth results from the Satisfaction of Wants. 

Chapter II 

PRODUCTION AND ITS ORGANISATION 

/ 

Production is the process by which goods and services are 
made available to satisfy human wants. But as all wanted 
commodities and services must have Utility, production is the 
creation of Utilities. 

Some wants are satisfied without Work. They are Free 
Goods. 

The work needed to satisfy wants can be performed by one’s 
self or by parents, or relatives, or by one’s ancestors. 

Production is the creation of Utilities. These Utilities can 

be of: 

1. Place 

2. Time 

3. Form 

4. Personal Utilities 

In the process of production there is a distinction between: 

1. Production Goods (those which are a means of 
satisfying of the Final Consumer) 

2. Consumption Goods 

The Factors of Production are: 

1. Land. This includes The Gifts of Nature 

2. Labour. Note there is a distinction between Popu¬ 
lation and Labour Supply 
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3. Capital. This can be divided into: 

a. Material 

b . Non-Material (Knowledge) 

Land is: 

1. A Natural Factor 

2. Limited in supply, although the productivity of land 
can be increased by: 

a. Science 

b . Transport 

3. Relatively indestructible 
Capital is: 

1. A product of labour 

2. Limitless in supply 

3. Constantly wearing out and has to be replaced 
Land and Capital have in common that they: 

1. Can be privately owned 

2. Can be separated from their owners 

3. Are passive agents in production as compared with 
labour 

Capital is classified as: 

1. Fixed, when capable of giving repeated services 

2. Circulating, when it can perform a service once only 

The application of Labour to Land creates wealth. Wealth 
is anything that satisfies a human want (and is not unlimited 
in quantity). Capital is that part of wealth which is used for 
further production. 

Chapter III 

SPECIALISATION OR THE DIVISION OF LABOUR 

Division of Labour or Specialisation is the distinguishing 
feature of modern economic civilisation. John Stuart Mill 
classified this into: 

1. Simple 

2. Complex 
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EarKer division of labour probably according to; 

1. Age 

2. Sex 

3. Manual dexterity 

4. Mental capacity 

And Separation of Functions according to: 

1. Ruler 

2. Priest 

3. Warrior 

4. Worker 

During the evolution of specialisation there emerge the 
distinctive industries of our times: 

1. Extractive 

2. Constructive 

3. Commercial 

4. Transport 

5. Professional Services 

The Advantages of Division of Labour: 

A. jTo Society: 

1. Increased production 

2. Cheaper goods 

3. Stimulus to invention 

4. The invention of machinery 

5. Economy of tools 

6. Saving of time 

7. Increase of knowledge 

8. Facilitates saving 

9. Makes possible the localisation of industries. 

B. To the Individual: 

1. Gain in skill 

2. Gain in leisure 

3. Eases toil 

4. Makes possible the choice of a career 

5. Cheapens commodities and services, and gives greater 
variety 
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The Disadvantages of Division of Labour: 

A. To Society: 

1. The Standardisation of goods 

2. The possible injury to citizenship 

B. To the Individual: 

1. Monotony of work, which is, however, better than 
monotony of life 

2 . He is at the mercy of industrial change, although it 
is said that tasks are so simplified that change from 
one craft to another is easier 


Chapter IV 


THE ORGANISATION OF INDUSTRY 


Organisation is essential to industry because 

1. Every man, every machine is specialised 

2. Production is very roundabout 

3. Production is carried ahead of demand and in anti¬ 
cipation of demand 

4. The organiser has to decide on the proportions of the 
factors of production he has to use. To him land, 
labour and capital are factors to be demanded jointly. 

Industry, so carried on, requires a class of risk takers. 


The 


1. 

2. 

3 - 

4 - 


Effective demand may be 
The possibility of substitutes 
Vagaries of Nature 
The 


iscalculated 


new 
industries 


industry may adversely affect other 


Consequently there are two additional Factors of Pro¬ 
duction; 

1. Organisation 

2. Risk 
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Types of Business Organisation: 

1. The One Man Business 

2. The Partnership 

3. The Joint Stock Company 

4. The Consumers’ Co-operative Society 

5. Public Utility Companies 

6. Government Monopolies 

A. The One Man Business: 

A dvantages: 

1. Personal interest and supervision 

2. Self interest acts as check on waste 

3. Contact with customers 

4. The pioneer of new industries 

5. Helped by the decentralisation of industry consequent 
on electrification 

6. Its flexibility 

7. Able to satisfy demands which cannot be standardised 

B. The Partnership: 

A dvantages: 

1. Combination of capital and business capacity 

2. Possibility of division of labour between partners 

C. The Joint Stock Company: 

A dvantages—Ho the Company [External Economies:'] 

1. Mobilisation of large capital 

2. Can secure the advantages of large scale industry 

3. Its size acts as an advertisement 

4. Can afford the best business brains 

5. Its longevity 

6. Able to weather bad periods of slump 

7. Saving on advertisement 

[Internal Economies:] 

These are mainly the advantages of Large Scale Industry 

1. Able to buy and sell in bulk 

2. Able to secure cheaper transport facilities 

3. Able to secure the economies of closer specialisation 




344 


SUMMARIES 


4. Able to afford the most expensive machinery which 
is cheaper in the long run 

5. Able to afford and give a market to the best pro¬ 
fessional services 

6. Able to utilise the advantages of by-products 

To the Individual Worker 

1. Able to give better wages 

2. Securer employment 

3. Opportunity for promotion 

4. The best market for specialised skill 

5. Aids the formation of Trade Unions 

6. Able to experiment—such as Welfare Work 

To the Individual Investor 

1. By spreading his investments able to minimise risks 

2. Can sell his shares without injuring the business 

The Joint Stock Company raises new problems 

1. The distinction that arises between Capital Control 
and Capital Ownership 

2. The Anonymity of Capital 

3. The dehumanisation of industry 

4. The expensive and specialised nature of Capital 
equipment may check new industrial development 

5. The rise of a class of mere buyers and sellers of shares 

The Structure of the Joint Stock Company 

1. Ordinary Shareholders are Owners 

2. Debenture Shareholders are Creditors 

3. There are in addition Preference and Deferred Shares 

This structure facilitates 

a. Watering the Capital 

h. The growth of Holding Companies and Trusts. 
D. The Consumers’ Co-operative Society 

1. Secures the economy of Large Scale Organisation 

2. The advantages of a stable market 

3. Is an example of democratic control in industry 
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E. Public Utilities 

1. Direct Control as in the Post Office 

2. Indirect Control as in the B.B.C. 

F. Governi/ient Monopolies mainly as a form of taxation 

The French Government monopoly of tobacco and 
matches, or for strategic purposes as in the German 
Government’s monopoly of railways. 


Chapter V 


COMPETITION AND COMBINATION 


Modern Economic Society is a competitive Society because 


I. 


permits 


business 

2. This economic freedom permits people to compete 

3. They compete to serve, that is to sell the same goods 
more cheaply or better goods at the same price 

4. This competition to sell, compels efficiency and 

economy 

Competition is not entirely competition to sell; there is also 

1. Competition to buy 

2. Land, labour and capital compete for employment 

3. Articles of alternative demand compete for employ 
ment: e.g. tea or cocoa, wood or coal 

4 Because incomes are limited, most wants compete 


with each other 

5. Because there is a freedom of choice, Future Goods 
compete with Present Goods 


There are forces making for Combination against this 

Competition 

I. The full force of self interest is'limited by 

a. Custom 

b. Inertia 

c. Ignorance 
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2. Ideas of Fair Price as against a Competitive Price 

3. Combination for Social as well as Industrial purposes 

4. Trade Unions, and by the fact that 

5. Fierce competition is self-destructive 

There are consequently Combinations to Sell and Combina¬ 
tions to Buy. 

The more powerful is the Combination to Sell. This is 

aided by 

1. The strong localisation of Industry 

2. The Technical considerations of industry 

a. When industries are heavily capitalised 
h. When the ratio of Overhead Costs to Prime 
Costs is high 

The Advantages of Combination. There are 

1. Social Advantages 

2. Economic Advantages 

3. Competitive Advantages 

Social Advantages: 

1. Production can be adjusted to demand so that there 
is no waste 

2. Unproductive or uneconomical factories are closed 
Economic Advantages: 

1. Increasing application of the economies of large scale 
industries 

2. The pooling of patent rights, etc. 

3. The economies in salesmanship 

4. The economies in cross freights 

5. The use of by-products 

Competitive Advantages: 

1. The Boycott 

2. Price Differentiation 

Ttpes of Combination; 

1. The Cartel 

2. The Merger 

3. The Holding Company 
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4. The Trust 

5. The Industries which by their “technique” can be miti 
efficiently only as a Monopoly 

Combinations can be i. Horizontal, 2. Vertical, in structure. 

State Control of Technical Monopolies is facilitated by the 
fact that 

1. Their market is limited by their equipment 

2. They lend themselves to Routine 

3. Little marketing skill is needed 

4. No fear of competition either from at home or abroad 

The Limits of Large Scale Industry: 

1. Human Capacity 

2. In some industries Small Scale organisation has the 

advantage 

3. The possibility of changing demand 

4. The possibility of substitutes 

5. The extent of the market 

6. A point may be reached when any increase in the 
size of the industry gives a less than proportionate 
return 


Chapter VI 

POPULATION 

The problem as to whether any country is overpopulated 
may mean that 

1. There is no more room for people to enter or to live 

2. That the Standard of Life is suffering by the increase 
of population 

But few people put forward i. when discussing population, 
while Mill answered 2. by his statement that “God sends a 
pair of hands with every mouth” 

The problem became acute in the eighteenth century and 
Malthus argued that 
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i» Population increased in geometrical progression 

2. Food could only increase in arithmetical progression 
because of the application of the “Law of Diminishing 
Returns” to produce from land 

80 that there would always be a “struggle for survival” unless 
population was controlled. 

Modern economists prefer the Law of Non-Proportional 

Returns. As population increases food will increase at a faster 

rate till the Point of Maximum Return is reached. Then, after 

that point has been reached, the Law of Diminishing Returns 

becomes effective. Then any increase in the labour and capital 

applied to production will give less than a proportionate 
increase of the product. 

This Law of Non-Proportionate Returns applies to manu' 
facture as well as to agriculture. 

Consequently the people living in the country when this 

Point of Maximum Return has been reached is the Optimum 

Number. Any increase or decrease would mean less production 
per head of population. 

The Point of Maximum Return is not a rigid point, so that 
he Optimum Number of People is not a rigid figure. 

The Optimum Number will depend on 

1. The size of the country 

2. The qualities of the people 

3. Their material and non-material equipment 

4. Their powers of co-operation 

5. The law and order in the land 

It will move with every new invention, with new knowledge, 
with better co-operation. 

England may then have been overpopulated when the 
number of her population was less than it is to-day. 

just as there is a Total Optimum Number for the whole 
country so there is an Optimum Distribution of that number 
among different areas and occupations. 

People have moved mainly for economic motives, so that 
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wage rates decide where people are wanted. But it is doubtful 

1, Whether wages influence total population 

2. How far they influence the entry into trades 

For there are Economic Frictions to the free movements of 
people 

1. In the case of adults 

a. Aliens’ Laws 

b. Local attachments 

c. The general immobility of labour 

d. Trade Union regulations 
g. Housing 

2. In the case of youth 

a. Occupations tend to be hereditary 

b. The localisation of industry 

c. The cost of training 

By population is meant only the Working Population. 

The State prevents the deterioration of future production 
by supplying services which, if left to the economic efiorts of 
parents, would be unsupplied. 


Chapter VII 

THE PROBLEM OF VALUE 

1. The Value of a commodity or a service is the rate at which 
it exchanges for other commodities and services. 

2. “Exchange is the barter of the comparatively superfluous 
for the comparatively necessary.”—(Jevons.) 

3. Values are expressed in money terms. 

4. Values are 

a. Subjective. (Value in use ox Utility) 

b. Objective. (Value in Exchange) 

5. Prices measure values. 

A Theory of Prices is narrower than the Theory of Value 
for 
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A “A price is a fact. Value is an estimate of what the 
price ought to be.”—(Hadley.) 

h. Price is the same for all. Value will differ 

c. There is no price on things not for sale 

6. There are three theories of value 

a. The Labour Theory 

h. The Cost of Production Theory 

c. The Marginal Utility Theory 

A. The Labour Theory of Value: 

This Theory says that labour is the source of all 
wealth 

2. Machinery can be regarded as stored up labour 

3. Labourers should then enjoy the fruits of their labour 
4> It deals from the Supply side of value, because of the 

Paradox of Values, that commodities with the 
greatest utility have the lowest exchange values and 
commodities with little utility have high exchange 
values (bread and diamonds) 

5. Also because utilities differ to different people the 
theory from demand side appears difficult to explain 

a. Its attractions: 

i. Relates the value of things to the effort 

ii. It seems equitable that two days’ work should 
have twice the value of one 

b. Criticisms: 

i. What is the unit of labour which measures 
value? 

a. As between a doctor and a docker 

b. Among manual workers as between 
weaver and spinner 

c. Is it a time unit? Then the unskilled 
and slow have the advantage 

d. Marx adopts ‘^simple abstract human 
labour” or “socially necessary labour” 

#• But how does one know that it is socially 
necessary except by bringing it to the 
market? 
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r. So that the labour itself has to be 
valued 

g. The theory then argues in a circle 

h. If the product of labour is not wanted 
then the labour cannot give it value 

t. Labour seeks to make those things that 
are valuable; it does not create the 

value 

j. It is no explanation of the Paradox of 

values 

k. It does not explain why things change 
in value after they have been made 

l . Some commodities lose in value if too 

much labour is applied 

B. The Cost of Production Theory of Value: 

1. This Theory says that the value of a commodity 
depends on its cost of production—then more accu¬ 
rately is added, under the most disadvantageous 

conditions prevailing 

2. It relies on competition to keep the value of a com¬ 
modity as near to the cost production as possible 


Criticisms: 

1, Like the Labour theory it tries to explain value from 
the side of supply 

2, So it does not account for the Paradox of Value 

3, It does not explain changes in value after the goods 

have been produced 

4, It does not explain scarcity values 

5, The term Cost of Production is vague. Does it mean 

a. Prime costs or Total costs? 
h. The cost of production will vary according to 
the industry and the output. For the industry 
may be working under 

i. Increasing Returns 

ii. Decreasing Returns 



It does not explain Monopoly conditions 
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7. The Cost of Production is itself made up of a number 
of commodities which are valued. What decides 
their value? What decides the value of the land, 
labour and capital whose costs make up the cost of 
production? 

7. Does Value then depend on Utility? but 

1. Values remain the same, while utility differs 

2. They appear to vary inversely to each other 

8. The solution to the problem is reached through the Law of 

Diminishing Utility, which says that each additional 
unit of a commodity gives less satisfaction than the 
previous one. 

9. Most difficulties of the problem of Value are answered by 

the Marginal Utility Theory of Value. 

The Marginal Utility Theory of Value explains 

1. The Paradox of Value 

2. Why things are more highly valued in a dearth 

3. Why a luxury is more highly valued than a necessity 

4. Price measures the marginal utility of a commodity 

Note also the importance of the ideas of 

1. The Marginal Purchaser, the person who is just 
tempted to buy at the price 

2. The consumer will so regulate his purchases as to 
secure the greatest marginal utility from each 
purchase 

3. The producer will employ the factors of production 
in such proportions that the marginal returns from 
each are equal 

4. The Marginal Firm, the firm that, at the price ruling 
and the conditions prevailing, can survive 

5. The Producers’ Surplus, the surplus enjoyed by 
firms with greater advantages than the marginal firm 

■ 6. The Consumers’ Surplus, the surplus enjoyed by 

those purchasers who would pay more for the com¬ 
modity because they value it higher, but who only 
pay the market price 
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The Marginal Utility Theory then considers both supply and 

demand. . 

Demand and supply tend to meet at a point where me 

marginal utility is equal to the marginal cost of production 

(both of course measured in money terms 


Chapter VIII 

SUPPLY AND DEMAND OR HOW PRICES ARE FIXED 

The Value of a commodity depends on its marginal utility. 
The Price of an article depends on Supply and Demand. 

The value of a commodity will decide 

1. That factors of production should be diverted either 

from or to its making 

2. The value of those factors going to its production so 
that the value of the factors of production is 
derived from the value of the product 

A Perfect Market connotes free competition among sellers 
and buyers. In a perfect market there can only be one price 

for a commodity. 

Now the utility of a commodity is influenced by demand. 
Demand implies 

1. The possession of Means to make it effective 

2. Willingness to do so 

3. There is no such thing as Demand apart from price 
So that 

1. Demand varies with price 

2. Demand increases as price falls 

3. Demand falls as price increases 

The Effective Demand for a commodity may be 

I. Elastic, when the demand varies greatly with any 
change in price 

Inelastic, when it varies little, with a change in 
price 


2. 
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Examples of Elastic Demand are 

1. Generally luxuries 

2. Part of a supply of a commodity 

Examples of Inelastic Demand 

1. Generally necessities 

2. The very cheap things of life 

3. The whole supply of a commodity 

Some commodities are demanded jointly. 

Joint Demand may be 

1. Fixed (knife and fork) 

2. Variable (pipe and tobacco) 

Effective Demand will also vary 

1. According to time 

2. According to occasion 

3. The possibility of substitutes 

There will be an increase in the Effective Demand for an 

article when ' 

1, The commodity becomes cheaper 

2, Its utility increases 

There will be a decrease in the Effective Demand of an 
article when 

1. There is a rise in price 

2. Its utility decreases 

But a rise in price will bring about an increase in the amount 
produced and offered for sale. 

A fall in price will bring about a decrease in the amount 
produced and offered for sale. 

That is, price will influence the supply of a commodity. 
There is no such thing then as supply apart from price. The 
Effective Supply is the amount offered at a price. 

Now the Effective Supply is 

1. Elastic when it responds easily and rapidly to price 

2. Inelastic when it does not respond rapidly to price 
Whether Supply is elastic or inelastic will depend on the 

nature of the industry—whether producing under increasing 
or decreasing returns 

There are also articles of an 
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I, Alterpative Demand and Sup fly: 

a. There is an alternative demand for wool or 

cotton 

b. There is an alternative supply of coal to be 

used for manufacture or home 


2 . Composite Demand and Supply: 

a. There is a composite demand for wood. 

b. There is a composite supply of boots from 

many factories 

3. Joint Demand and Supply: 

a. There is a joint demand for tables and chairs 

b. There is a joint supply of beef and hides 

A Monopolist need not respond to changes in price of a 
commodity. He caimot, however, control both price and out- 

put. He can 

1. Set a price and at that price leave the demand to be 
decided for him by the marginal buyer 

2. Fix the output and let the consumer decide the price 

Prices then 

1. Adjust supply to demand 

2. Ration out the supply of a commodity among those 
able and willing to buy 

3. Act as an index to producers 


Chapter IX 

MONEY AND ITS FUNCTIONS 

Money 

1. Is not wanted for its own sake but for what it will buy 

2. Facilitates exchange, because Barter involves the 
difficulty of a double coincidence of wants 

The Functions of Money are 

1. It acts as a Medium of Exchange 

2. It acts as a Unit or Standard of Value 

3. It acts as a Standard of Deferrea Payment 

4. It acts as a Store of Wealth 
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Metallic Money displaced earlier forms because it is 

1. Compact 

2. Portable 

3. Uniform 

4. Easily recognisable 

5. Can be divided without loss of value 

6. Not subject to vast changes of quantity 

7. Durable 

k Not too cheap or too valuable for everyday use 
9. Above all because it possesses a Utility of its own 



Gold is ceasing to function as a Medium of Exchange and 
is becoming increasingly a Standard of Value. 

Gold and Silver and Copper coins are coined and given the 
quality of Legal Tender. Gold coins are Full Legal Tender to 
any amount. Silver and Copper coins are Token coins. 

When the value of the principal unit of money equals in 
fivpd amount of pold. the currency is known as Gold 


Standard Currency. 

The Government allows the coinage of gold to be free and 
gratuitous. One ounce of gold is coined into lys. io\d. or 
exchanged for;^3 17^. qi. at the Bank of England. That is, during 
normal times the Mint Rate and the Bullion Rate of gold are 
kept identical by free coinage. Since England has gone off 
the gold standard the Market price of gold has risen far above 

^3 17^. io\d. 

Token Coins are kept to their value by 

1. Limitation of Issue 

2. Limitation in amount for which they are legal tender, 
Silver for 40^., Copper for i zd. 

When a country has only one Standard of Value it has a 
Mono-metaUic Currency. (England demonetised silver in 1816.) 

Arguments for Bi-metallism: 

I. Joint production of gold and silver is more steady 
than of only one. Prices would therefore be more 

regular 

The double standard would average out the rise and 
fall in price when based on one metal alone 


2 . 
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3 


4 


Gold supply of the world is msutncienx lor wux... 

It would make possible a par of exchange with silver- 

using countries 

PUtMfliS foT ^ 

f Because the Market ratio of the metals vanes, then 

the Mint ratio will have to be altered constantly 

2 When two metals circulate then Gresham s Law wi 

begin to operate: “Bad money will drive out good 

Monet will include _ 

Inconvertible Notes. This is an inelastic currency. The 
danger of over-issue is always present. Over-issue 

is recognised by 

a . Disappearance of gold 

Premium on gold 
Rise in prices 

Adverse foreign exchange ^ 

There may be two prices, Gold prices and Paper 


I. 


b . 


c . 

d . 

e . 


2. Convertible Notes. This merely economises gold 
3! Fiduciary Paper Notes 

4. Bank Notes 

5. Cheques 

6. Bills of Exchange 


Chapter X 

MONET AND THE LEVEL OF PRICES 

The Value of Money is what money will buy. 

A Price is the amount of money for which a commodity or 

service will exchange in the market. t 1 xt 1 

The General Level of Prices is measured by Index Numbers. 
To give greater accuracy to the Index Number the more im¬ 
portant articles are weighted. 

Valuable as the Index Number may be, there are certain 

drawbacks 
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1. The number of articles may be limited 

2. Wholesale prices are taken 

3. The price of raw materials is taken 

4. The quality of the goods may vary 

5. Services are omitted 

so that 

1. There should be index numbers made out for different 
classes of people 

2. Over too long periods, the index number is not helpful 
for goods vary, tastes vary, new wants have appeared 

3. Betwep countries of vastly differing customs and 
traditions, the index number cannot be used as a 
basis for comparison 

^^hat causes the changes in the Prices hievel of What causes 
money to Appreciate or to Depreciate? 

Prices 

1. Will fall when production increases (other factors 
being equal) 

2. Will rise when production decreases (other factors 
being equal) 

3. Will vary directly with the amount of money in 
circulation 

4. . Will vary with the velocity of money 

The Quantity Theory of Money states that the Level of 
Prices will vary with 

1. The Volume of Trade 

2. The Quantity of Currency 

3. The Velocity of Circulation 

The formula is M.V.=P.G. 


An increase of paper money results in Inflation. When 
iper money is withdrawn the currency is Deflated. 
Inflation results in Rising Prices which 


1. 

2. 


May be beneficial to business men and shareholders 
Is harmful to all those with fixed incomes, or whose 
contract payments were arranged before the inflation 
and are due to last for any long period 
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3. Wage earners may ultimately receive rises in pay¬ 
ments because wages are generally good when trade 
is good 

Dejlaiion results in Falling Prices which 

1. May be beneficial to those whose incomes do not fall 
in the same rate—^where the contract of payment was 
made to last over a long period 

2 . Are harmful to wage earners because wage cuts begin 
and in a falling market it is difficult to maintain wage 
rates. In addition workmen are dismissed and bank¬ 
ruptcies occur which aggravate the situation 

3. Are harmful to business men 

Chapter XI 

BANKING AND CREDIT 

A. The Origin and Development of Banking: 

1. Deposits left with the Goldsmiths 

2. Their receipts accepted by others as “money” 

3. They begin to lend the money which others have 
deposited 

4. The interest on these loans is higher than the rate 
they pay on deposits. Their profit is the difference. 

5. Of course they lend their receipts (which are accepted 
as money) 

6. The danger is that borrowers and lenders may ask 

money for these receipts 

B. As Banking grew as a specialised business then the 
danger of over-issue was so great that the Bank Charter Act 

was passed in 1844 which 

j. Forbade any new note-issuing bank 

2. Except for the Fiduciary Issue, the Bank of England 
had to keep a cent, per cent, reserve 

The controversy that raged was between 

i. The Banking School, v/ho wanted to leave the Note 
issue to the discretion of the bankers 
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2 . The Currency School, who contended that the Issue 

of notes should be regulated by the amount of gold 
held 

The Currency School won the day with the result that 

1. Whenever a financial crisis is imminent the Bank 
Charter Act is suspended 

2. The Cheque replaced the Bank note 

C. Payments can be made therefore 

1. In gold 

2. In Bank of England notes 
3- By Cheque 

4. By accepting a Bill of Exchange 
As Cheques can be drawn by 

1. Depositors to the extent of their deposits 
^ 2. Borrowers to the extent of their loan 

Ultimately Claims created against one’s self are cancelled out 
against claims secured over others. This can be done if 

Purchasers and sellers bank at the same bank 

2. If they bank at different banks then the cancellation 
is done through the Clearing House 

For the sake of administration the London Clearing House 
is divided into 

1. Town 

2. Metropolitan 

3. Country 

The Banking System 

1. Registers and Cancels out Purchases and Sales 

2. Economises Gold 

3. Facilitates the exchange of goods 

D. A Banker makes his profits by adding to the Media of 
exchange. Banks are manufactories of Credit, for “a deposit 
and an issue are the same thing.” 

The problem of what proportion should be the Reserve to 
the Liabilities constitutes the Banker’s Dilemma. 

1. If the proportion is too great, then his profits decline 

2. If the proportion is too low, then the risk is great 
This problem is met in the U.S.A. by fixing a statutory 
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minimum. But it has not solved the problem. Generally a 

smaller reserve will be needed 

1. In a sparsely populated area 

2. When banks pool their resources 
In England the proportion will vary with 

1. The state of confidence 

2. Business needs 

The proportion is still smaller in England because 

1. Banks keep their reserves in the Bank of England, 
which itself does ordinary banking business 

2. The Act of 1844 has allowed a fiduciary issue 

The reserves are protected by 

1. Raising the Rate of Interest so that only those who 

must have loans borrow at the high rate 

2. Lowering the Rate when the market is good 

The Board of the Bank of England meet every Thursday 
and declare the Rate of Discounting Bills. This is known as 

the Bank Rate. 

E. The Rhythm connecting Banks, Industry and Prices. 

1. Increase in loans leads to 

2. A rise in prices, which leads to 

3. An expansion of industry, which leads to 

4. A rise in the Bank Rate, which 

5. Lessens the demand for loans, which 

6. Lowers prices, which Causes 

7. A return of cash to the banks, which results in 
S. A lower rate of interest and therefore 

9. An increase in loans 

J?'. The Balance Sheet of a Bank. 

I. Liabilities 

2. Deposits of Customers 

3. Assets 

4. Cash at hand and at the Bank of England 

5. Loans at call and at short notice 

6. Bills discounted and advances 

7. Investments 

8. Bank premises 
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“The art of banking is being able to distinguish between a 
Bill of Exchange and a Mortgage.” 

The most important item on the balance sheet is the pro¬ 
portion between the Deposits of Customers and the Cash at 
Hand and at the Bank of England. 

G. A balance sheet of the Bank of England. 

I. Issue Department 

2. Liabilities 

3. Notes issued 

4. In Circulation 

5. In Banking Department 

6. Assets 

7. Government Debt 

8. Other Government securities 

9. Other securities 

10. Silver coin 

11. Amount of Fiduciary Issue 

12. Gold Coin and Bullion 

13. Banking Department 

14. Liabilities 

15. Capital 

16. Rest 

17. Public Deposits 

18. Other Deposits 

19. Bankers 

20. Other accounts 

21. Seven Day and other bills 

22. Assets 

23. Government securities 

24. Other securities 

25. Discounts and advances 

26. Securities 

27. Notes 

2S. Gold and Silver Coin 

H. Measures taken at the outbreak of the War. 

1. Bank rate raised 

2. Suspension of the Bank Act 
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3 * 

4 - 

5 - 
6 . 


Issue of Treasury Notes 
Stock Exchange closed 
Moratorium declared 
Extension of the Bank Holiday 


Arguments for and against the amalgamation of the 


banks. 


a. For: 

1. Most industries find economies in amalgama¬ 


tion 

2. The reserves are better concentrated 

3. Risks are better distributed 

4. Public accounts 

5. Efi&ciency in control and organisation 
h. Against: 

1. The business may be too great for control and 
efficiency 

2. Concentration of money resources in few hands 
may be socially undesirable 

3. The creation of a Money monopoly 


J, The work of the bank. 

1. “Exchanges money for credit and credit for money” 

2. Receives deposits 

3. Grants loans 

4. Acts as an agent 

5. Cancels indebtedness 

6. Keeps accounts of clients 

7. Discounts bills of exchange 


K. The Social Utility of the Banking System. 

1. Helps in the exchange of goods 

2. Makes possible specialisation 

3. Replaces gold as a medium of exchange 

4. Finances production in anticipation of demand 

5. “Credit is the exchange of present goods for future 

yy 

6. Makes possible large scale enterprise 

7. Averages out the world’s goods and the world’s 
prices 




364 


SUMMARIES 


Chapter XII 

INTERNATIONAL TRADE 

A. A market is a place where buyers and sellers meet to 
buy and sell under perfectly free competition. 

The term now covers a commodity as well as a place. 

B. In the Money market, the use of money is bought and 
sold. The chief lenders are the banks. The chief borrowers 
are Bill brokers and Stock Exchange dealers. 

The components of the Money market are 

1. The Bank of England and the other Banking insti¬ 
tutions 

2. Discounting Houses 

3. Accepting Houses 

4. Dealers in Foreign Bills 

5. Underwriters 

6. Brokers and Jobbers of the Stock Exchange 

The Price of money is the amount charged for its use and 
depends on the demand and supply of money. 

The Value of money is its Purchasing power. 

C. The price paid for the use of money is called Interest. 
The Rate of Interest will then depend on 

1. The demand and the supply of money 

2. The nature of the loan 

3. The length of the period for which the loan is needed 
Because there cannot be two different prices for the same 

goods in the same market, the Rate of Interest and the Rate 
of Discount will be equal. 

The Bank of England rate is a Discount Rate and is generally 
higher than the Market Rate or the rate charged by the banks. 
The Call Rate is the rate charged by banks to brokers. 

D. International Trade 

1. Encourages the production of goods where they can 
be produced cheaply 

2. Discourages production where production is dear 
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3. Averages out the prices of commodities 

4. Facilitates the international division of labour 
{Even Speculative dealings in commodities may average out 

prices. A dealer foresees a shortage in the supply and expects 
the price to rise. He buys now in the hope of selling later at 
a profit. His buying leads to higher prices now and so in a 
fall in consumption. So present stocks are not exhausted and 
therefore the total future supply is greater than he expected. 
The price then will not be so liigh as he anticipated and as 
if the old stock had been exhausted. 

If the dealer foresees a glut in supply and a consequent fall 
in price, he contracts to sell in the future at a price lower than 
the present. This will tend to lower prices now. Consumption 
will then increase. When the glut arrives the old stocks will 
be exhausted and the demand for the new supply will be 
larger than anticipated. The price then will be higher than 
expected. Speculation will then level out fluctuations in 
prices.) 

E. International Trade is 

1. Governed by the Law of Comparative Costs. Coun¬ 
tries will tend to specialise in the production of those 
commodities for which they have the greatest com¬ 
parative advantages 

2. Financed by the bill of exchange 

All foreign trade is carried on within the limits set by the 
comparative cost of production so that it may pay a country 
to import a commodity which she can produce more cheaply 
herself. 

Payments are made and indebtedness is cancelled by means 
of the bni of exchange. 

1. It enables creditors to pay debtors in foreign 
countries 

2. Enables sellers to receive immediate payment 

The Rate of Discount of these bills will depend on 

1. The demand for bills 

2. The supply of money to satisfy the demand 

3. The financial position of the parties concerned 
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A Finance or Accommodation Bill has the same wording as 
a Produce Bill and is used to obtain a loan. 

The Bill Brokers buy bills not to hold till they mature but 
in order to sell them at a profit. 

The Rate for Money is the rate at which bill brokers borrow 
money from the banks. 

F. Exports and Imports 

1. Balance in the long run 

2. There must also be included the Invisible exports and 
imports 

a. The services of carriage, insurance, banking 

b. Dividends on investments 

3. In the short run an adverse balance will be reflected 
in an adverse rate of exchange 

G. The causes in the variations in the rate of exchange may 
be due to 

1. The relative indebtedness of the two countries. 

2. The rate of interest charged in the two countries. 

The Mint Par of Exchange between two countries indicates 

the equivalence between the coinages of the different countries 
as determined by a comparison of their weights and fineness. 

Thus the Mint Par of Exchange between England and 
France and between England and Germany was 25.22 and 20.42. 

The Gold (and Specie) Points are the points above or below 
the mint par of exchange at which it is cheaper to import or 
export gold than a bill of exchange. They are the limits of 
fluctuation between the mint par of exchange and the cost of 
shipping gold. 

As long as there is gold available the rate of exchange cannot 
go above the gold points. 
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Chapter XIII 


THE NATIONAL INCOME 


A. Only that which is produced can be distributed. 

If we knew the value of Utilities created, then we should 

know how much there is to distribute. 

But allowance must also be made for depreciation. From 
the Gross Product of industry only the Net Product can be 
distributed. The sum total of the Net Product of all industries 


in the realm, comprises the National Income. 

Stamp’s definition of the National Income: “The aggregate 
money expression of those goods produced and services per¬ 
formed by the inhabitants of the country in a year which are 

in fact generally exchanged for money.” 

Marshall’s definition: “The aggregate net product of, and 
the sole source of payment for, all the agents of production.” 

Whatever figure it may be, it will represent riches or poverty 
according to the amount of people who have to share it. 

The difficulties in measuring the National Income are 

1. Both production goods and consumption goods are 
produced, but only consumption goods are to be 
counted. But some goods can be both producers’ 
and consumers’ goods 

2 . Because wealth is unevenly distributed the prices of 
some goods are artificially high 


The National Income is not a static amount. Wealth is a 
flow and as a result society is able to absorb the annual in¬ 
crease of population. 

But the wealth of a community consists not only of material 
things. It also consists of its non-material equipment. 

Just as the value of a machine depends on the income it 
will bring, so the value of skill will depend on the income it 
wiU bring. Therefore the wealth of a country can be measured 
by calculating its income, not by totalling up the value of its 
goods. 
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B. The relation of wealth to welfare. 

1. Generally the relation is direct. The greater the 
wealth the greater the welfare 

2. There are however three important modifications to 
note 

a. The growing body of social services tend to 
equalise welfare 

b. According to the law of diminishing utility, a 
person with twice as much income does not 
enjoy twice as much welfare 

c. Subjective costs have to be taken into account 

3. In addition wealth and welfare will not be identical 
because 

a. Some have greater responsibilities; some people 
are healthier; some have varying needs 

b. Some receive payments in addition to their 
wages 

C. If distances of space and time are too great then these 
Indices of wealth are not helpful in comparing, say 

1. England and India to-day 

2. England in 1032 and in 1932 
because 

a. Standards of life are so different 

b. New wants have appeared 

The causes for the variation in the National Income will 
depend on the efficiency of the factors of production. Upon 

a. The wealth of the gifts of nature 

b. The efiiciency of labour 

c. The amount and the efficiency of equipment 

d. The organising ability of its entrepreneurs 

e. Upon their success at risk taking 

/. The 

The distributors are the business men. They distribute the 
income between Property owners and Workers. They employ 
the factors of production according to their marginal produc¬ 
tivity. Whereas Wages, Interest and Rent are contractual 
payments, that is they are arranged beforehand; Profits are not. 


efficiency of the government. 
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Rent 

Payment for 
factors of 
inelastic supply 


The National Income 


Interest 
Payment for 
the use of 
capital 


Wages 

Payment for 
work 


Profits 
Payment for 
enterprise 


Chapter XIV 

RENT. THE VALUE OF CONCRETE CAPITAL 

1. Commercialy or Gross or Contract Rent includes 

payments ' 

a. For depreciation 

b. To local authorities 

c. Interest on capital sunk in buildings 

d. For the land itself 
Ricardo saw that 

a. Wages was the payment to induce people to 
work 

b. Interest was the payment to induce people to 
save 

t. But why was Rent paid? What did Rent 
induce? For land was there already. 

He analysed Land and saw that 

1. It is limited in quantity 

2. It has natural variations in quality 
and stated that Rent is the payment “for the original and 
indestructible qualities of the soil.” 

Dr. Marshall’s definition is “Rent is the income derived 
from the ownership of land or other free gifts of nature.” 

2. Now because of differing qualities of land there arises 
a Rent of Fertility. 

Because of difiering distances from the market tJiere 
arises a Rent of Accessibility, or of Situation. 
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So that Rents are the outcome of differences which are not 
due to the efforts of the owner or user. 

Because equal yields can only be obtained from the same 
land at increasing costs, there is 

a. An Intensive margin of cultivation as well as 

h. An Extensive margin of cultivation 

These differences will exist whether land is used for food 
growing or for building sites. 

As population grows, there goes on the two processes 

1. Increasing the area under cultivation or for 
building 

2. Increasing the expenditure of capital and labour 

So that as 

1. Population grows and 

2. The margin of cultivation recedes 

Rents rise. 

1. Land has no cost of production 
Consequently 

2. Rent does not enter into the cost of production 

3. Whereas Interest and Wages do determine 
prices. Price determines rent. “The price of 
corn is not high because rent is paid, but rent 
is high because the price of corn is high.” 

So that Rent is 

1. The outcome of differences which are not due 
to the owner 

2. And is, therefore, independent of any payment 
to the owner 

3. The difference obtained by the employment of 
two equal quantities of capital and labour 

4. Price-determined not price-determining 

5. The return to a factor of inelastic supply 

There are two difficulties to accepting this idea of Rent. 

1. Rent does enter into the cost of production 
of every business 

2 . In England there is no “no rent” land, for 
rent is paid for even the worst lands 
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But in answer to (i.) that rent is cost to the business man, 
it can be replied 

a. Society is concerned with the minimum price 
it has to pay for its goods 

h. That price is determined on the Margin 

c. Lands above the margin enjoy rents 

d. But production would not suffer if these rents 
were not paid. For if it paid to produce on 
the margin it will also pay to produce on lands 
above the margin 

and in answer to (2.) that there is no “no rent” land in 

England, it can be replied that there is, for 

a. Some payments are only on the capital sunk 

in the land 

h. As England is influenced by world markets, 
payments may be Rents of Situation 
The margin might be an Intensive one instead 
of an Extensive one 

d. As farms are mixed, the rents paid average 
out the good land and bad land. The rents of 
the better land cover the “no rent” land 
Land has various uses. If no rent were paid 
if the land were used for farming, the land 
might have greater value as sport land. It 
might even have greater value as sport land 
than as farming land, even if the land were 
fertile. 

This theory has been expanded from Land to apply to all 
Gifts of Nature, for they possess the three characteristics 
which produce rents. 

1. They are relatively scarce 

2. They vary naturally in quality 

3. Their supply is inelastic 

So that there is a Rent element in Wages, Profits and 
Interest, wherever different levels of productivity are found 
which are the result of natural and social causes beyond the 
control of the individual. 
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Rent Element in Capital. 

1. Fixed Plant gives a Rent for like land; the income 
obtained will depend on the price of the product 

2. Capital sunk in Land gives a return exactly similar to 
land 

3. House property will vary in value with the area, like 
land 

4. Social and political causes may give certain industries 
temporary advantages 

a. A death in the royal family on mourning goods 

b. A war on the demand for steel or transport 
These causes create a temporary inelasticity of supply. 
The value of industries will rise with the rise in value 
of their product. The payments to such factors of 
inelastic supply of a temporary nature are known as 
Quasi-Rents. 

5. Any artificial restriction creates an artificial inelas¬ 
ticity of supply. So that there is a rent element in 
all monopoly gains. 

Rent is therefore an “unearned increment.” 

_ _ i 

Rent Element in Interest. 

1. Changes in the rate of interest will do little to affect 
the total supply of loan capital 

2. Therefore like land 

a. Invested capital has different levels of pro¬ 
ductivity 

b. The quantity of capital is independent of pay¬ 
ment 

c. The value of invested capital depends on its 
product 

Rent Element in Wages. 

1. Just as there are different levels of productivity in 
land so there is in labour 

2. Payment cannot evoke genius. Like the natural 
qualities of land it is there, without payment 

3. There are different levels of productivity’ 

a. Casual labour is paid some wages 
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b. The skiUed can be regarded as having capital 

sunk in special training 

c. Some enjoy a Rent of Opportunity 

d. The genius enjoys a Rent of Ability 


Chapter XV 


WAGES. THE VALUE OF WORK 


The share of the national dividend that goes to labour is 
called wages. 

1. A Fee is the payment for direct personal service (and 
is a piece payment) 

2. A Salary is the payment for services (and is a time 
payment) 

3. A wage is the income from work which is supervised. 
Generally it is the payment for manual labour. It 
may be a time payment or a piece payment 

The Nominal or Money income may not be the same as the 
Real income for 


1. 

2. 

3 - 

4 - 

5 - 
6 . 


That will depend on the Level of Prices 
Some work is regular and some irregular 
Some work is seasonal 


7 - 

8 . 


There are cyclical fluctuations in industry 
Some trades are dangerous 

Some are blind alley trades, some oflFer hope and 
promotion 

Some trades are more congenial 

Some offer other payments in addition to the wage— 
a cottage, pensions, uniform, etc. 

Some offer greater leisure, or social standing, or inde¬ 
pendence 

“The attraction of a trade depends not on its money earnings 
but on its net advantages.” 

To obtain an accurate picture of the Real wages then the 
average should be calculated over 


9 
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1. Good and Bad periods 

2. Perhaps over the working life of a workman 

Similarly the Nominal or Money Labour Costs may not be 
the same as the Real Labour Costs. For 

1. The Nominal labour costs is the amount of money 
paid 

2. The Real labour costs is the actual work secured for 
the money so that 

a. Wages may be high yet labour costs low 

b. Wages may be low yet labour costs high 

The efficiency of a workman will depend on 

1. His own efforts, character, training, health, know¬ 
ledge 

2. The efficiency of the equipment with which he works 

3. The efficiency of the firm and the organisation 

Where Overhead charges are high, an increase in wages will 

not be so difficult to secure as when the Overhead charges 
are low. 

Methods of wage payments. 

I. T^ime Rates 

a. When the work is not easily standardised 

b. When there are periods of idleness 

When the machinery or the work is very 
delicate 

d. Are payments for professional services 

3 . Piece Rates 

a. Are payments according to output 

b. No supervision needed 

c. Gives appearance of fairness 

d. Results in increased output 

3. There are experiments of payments by 

a. Sliding Scale on output and price 

b. Premium Bonus System 

c. Scientific Management 

d. Profit Sharing and Copartnership 

e. State control through Trades Boards 

f. The application of industrial psychologj 
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Inequalities of wages are due to 

1. The five reasons suggested by Adam Smith 

a. Agreeableness of the occupation 
h. Ease with which learnt 

c. Regularity of employment 

d. Trust imposed on the earner of the wage 

e. The possibility of success 

2. Custom and Tradition sets a 

a. Trade standard 

b. Grade standard 

3. Supply and demand of labour, but the Supply of a 
particular kind of labour may be limited by 

a. The cost of training 
h. The time taken in training 

c. Ability 

so that the supply is not smoothly responsive to demand. 

4. The bargaining strength of employers and employees 

5. The economic frictions to the free flow of labour and 
the general immobility of labour 

There are three theories of wages. 

1. The Subsistence Theory 

2. The Wages Fund Theory 

3. The Marginal Productivity Theory 

I. The Subsistence ‘Theory of Wages states that 

1. All wages must be on a subsistence level, for 

2. If wages were above the subsistence level then a larger 
population would result and the competition would 
bring wages down again 

3. If wages were below the subsistence level then the 
labour scarcity would force wages up 

Criticisms of the Subsistence Theory. 

a. It is not true that wages rates and population are 
so related 

b. Real wages have been increased with no fall in wages 

c. The term subsistence level has no scientific meaning, 

for it varies from age to age and people to people 

d. It does not account for variations in different trades 
and different countries 
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The fVages Fund Fheory of Wages states that 
Wages depend on the proportion between population and 
capital, but this theory confuses 

1. Wages and labour cost. For wages can in¬ 
crease without encroaching on capital. 

2. It is not true that capital is so mobile 

3. Variations are not at each other’s expense 

The Marginal Utility Theory of Wages states that 
Employers buy the factors of production according to 
their marginal utility. Labour is then paid according 
to its marginal productivity. So that 

I. If any change occurs which increases its pro¬ 
ductivity, wages will rise 
If labour increases relative to capital and land, 
then its productivity declines and wages will 
fall 

3. If labour decreases relative to capital and land, 
then its productivity increases and wages 
rise 


2. 


It explains why wages rates are higher in new countries 
than in old. Labour is relatively scarce and its productivity 
is high. 

Now as supplementary to the Marginal Utility Theory it 
should be noted that 

1. The term productivity is vague. Does it mean 
of Market value (the price it is sold for) or of 
output? 

2. Productivity will depend a great deal on 
equipment, organisation and marketing 

3. Labour would be paid according to its pro¬ 
ductivity if bargaining power were equal 
between workers and employers 


In addition it should be noted that labour has certain 
peculiarities as a commodity which puts the sellers at a 
disadvantage. 

I. Labour is the most perishable of commodities and 
cannot be separated from the labourer 
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(It matters not in the least to the dealer in bullion where he 
sells metals; it matters a great deal to the seller of labour 
whether he sells it (if for example he is a bricklayer) to build 

a palace or construct a sewer.) 

2. Labour would have some value even if the supply 

increased indefinitely 

3. The population and the labour supply are not 
identical, while even among those who do work their 
output will depend on ability and will 

The Wages of Men and Women. 

1. Wages are not paid according to responsibility but 
according to productivity 

2. The entry of women into certain callings is hindered by 

a. Tradition 

h. Prejudice in favour of men 
c. Trade union action 

3. So that women crowd into those callings which will 
have them, so that the supply is relatively large and 
their productivity low, and therefore their wages 
low 

4. This reacts on those who work in the same callings 
as men, for they have few alternative openings 

5. If such frictional influences were removed it is prob¬ 
able that women’s wages would tend to equal men’s. 


Chapter XVI 

profits: the payment for enterprise 

A. A wealthy person is one who has many commodities and 
services with which to satisfy his wants. A poor person 
has few. 

Capital is that part of wealth which is used for further pro¬ 
duction. Saving involves the sacrifice of present wants to 
future wants. 
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Saving can be made by 

1. Individuals 

2. Companies 

3. The state and municipalities 

The pre-requisites for saving are 

1. Ability and willingness to save 

2. Opportunities for saving must exist 

3. The savings must be used productively 

4. Law and order must exist to safeguard the savings 

5. Recognition of property rights 

Saving and Spending are both spending, but 

1. Different things are bought at different times 

2. Spending is buying Present goods or Consumers’ goods 

3. Saving is buying Future goods or Producers’ goods 

Capital has been divided into 

1. Fixed—fulfils its function in one use, which is durable 
and can be used again 

2. Circulating—fulfils its function in one use 



3. Sunk—which is highly specialised 

4. Floating—^which can be used for different purposes 

B. Profits. 

Profit is the share in the flow of wealth which goes to the 
owners of businesses. It is calculated by deducting expenses 
from receipts. 


Gross or Comin?ercial Profits include 

1. Interest on money invested 

2. Payment for risk. (In Joint Stock Companies the 
risk is separated from management) 

3. Wages of management 

4. Quasi-Rents 

5. The reward for enterprise 

Pure or economic Profits are the reward for enterprise. 

Profits vary because 

1, Some businesses run greater risks 

2, Some businesses turn over their capital many times 
a year 
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3. In a Private Finn, the owner works, so that payment 
for management is included in the profits such as is 
not the case in a Joint Stock company. In addition, 

if he works 

a. On his own capital, then the interest on the 
capital will be included 

h. On borrowed capital, then the interest will be 
counted as an expense 

To get at the true profits then 

1. The average over good and bad years is to be 

taken 

2. For industry as a whole, the average for successful 
and for unsuccessful firms should be taken. 

Why are profits higher than wages? Because 

1. Successful business enterprise is rare 

2. The ownership of capital, which is essential, is also 

“rare” 

There is then a scarcity value on business enterprise. 

The greater inequalities among profits than among wage 

payments are due to 

1. Inequalities between capacity 

2. Inequality of wealth 

3. The need for specialised knowledge (which makes it 
difficult to change from one business to another) 

4. The importance of goodwill and 

5. Established connections 

6. Inner knowledge of markets 

7. Difierential advantages of site, patent rights, etc. 

C, Profit is the return to the entrepreneur for his enterprise. 
Interest is the price paid for the use of capital. It is the 
return on loan capital. 

Gross or Commercial Interest includes payments 

1. For greater risk 

2. For management 

3. Quasi-Rents 

4. Profits 
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Theories of Interest. 

1. Exploitation Theory 

2. Abstinence Theory, but can it be called abstinence 
in the case of the thrifty class, the business class and 
the wealthy class, who will all save at no matter 
what rate? 

3. Productivity Theory, but this satisfies only the 
demand side 

4. The supply side is met by the Agio Theory. “Interest 
is the price of time.” 

There is a demand for capital because 

1. It increases productivity 

2. Of the intensity of the present needs 
The Supply of capital is 

1. .Limited by the competition of alternative uses 

2. Limited by the willingness and the ability of men 
to forgo present wants for the future 

3. Limited by resources 

4. Affected by 

a. The expectation of life 

b. The general security 

c. The attitude to the future 

It is difficult to say what will be the result on the supply 
of capital, if the rate of interest changes in industry as a whole. 
In a particular industry, however, the rate of interest will be 
effective in deciding whether capital should or should not be 
forthcoming. The productivity of capital will differ in different 
industries and at different times. 

4 

The rate of interest and the demand for money are connected 
in industry as a whole, for at the rate ruling so many people 
wiU demand it and so many will supply it. 

The rate of interest will rise when 

1. Land and labour increase relatively to capital 

2. New inventions increase the productivity of capital 

and 

3. The more rapidly capital wears out 
'I'he rate of interest will fall when 
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1. There is an increase in the expectation of life 

2. in established and stable countries 

3. Where the sense of duty to the future is paramount 

4. Land and labour decrease relatively to capital. 


Chapter XVH 


UNEMPLOYMENT 


There is no unemployment where 

1. The relation between wants and work is direct 

2. Subsistence farming is carried on (although men have 
to face the dangers of drought and disease) 

Unemployment emerges with 

1. The growth of the market 

2. Large scale industry 

3. Division of labour 

4. International trade 

There are various fallacies about work and unemployment. 

1. That accidents and catastrophes create work 

2. That lavish expenditure creates work 

3. That there is not enough work to go round 

4. That machinery creates unemployment 

5. That wars create employment 

I. Accidents cannot increase the volume of employment 
because 


a. The effort needed to repair the loss might have been 
used constructively. Work is applied to repair, not 
to create. 

h. The destruction of wealth leaves the world the poorer 
c. Society loses in the loss of wealth, the individual in 
his personal loss; the work performed to make good 
the loss might have been used more constructively 
in satisfying further needs 

2. Lavish expenditure cannot increase the volume of 
employment because 
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a. If the money spent on such expenditure were not so 
used it would not be wasted. It would still be used. 

h. Such expenditure is a form of social waste. Waste 
can be defined as effort which does not yield a corre¬ 
sponding satisfaction. By the Law of Diminishing 
Utility such expenditure does not give a propor¬ 
tionate satisfaction socially, as would expenditure on 
more urgent wants. 

3. The amount of work is not limited because 

a. Work creates work 

b. As long as wants remain unsatisfied so long will be 
there need of work 

(It is, however, probably true that at a particular 
moment the amount of work to be done is limited, 
e.g. unloading a ship, sweeping snow) 

4. Machinery does not create unemployment because 

a. Productivity is increased by the aid of machinery. 

(Could we imagine a machine-less world?) 

b. The introduction of machinery 

i. In the short run creates temporary unemploy¬ 
ment 

ii. In the long run increases employment 

In the short run, machinery displaces men. For 

a. The employer uses men or machine 
according to their marginal produc¬ 
tivity 

h. The fact that he can replace men by 
machine is sometimes called the Law 
or Principle of Substitution. He can 
substitute men or machinery (or land), 
using them in the proportion which will 
give him the maximum return 

c. The men are unable to find alternative 
employment because of the immobility 
of labour or because of various fric¬ 
tional hindrances to the free flow of 
labour 
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In the long run, machinery creates employment. For 

a. Machinery increases production and so 

cheapens goods 

h. Consumers can now buy the commodity 
who could not afford to do so at the 
previous price 

c. Those who have already bought the 

commodity can now at the cheaper 
price buy more or with the surplus they 
now have, (because of the cheapness of 
the commodity) they buy other goods 
and create employment there 

d. The employer too, with his increased 
profits satisfies new wants and creates 
employment in those industries 

e. Men are needed to make the machinery 

5. Wars cannot increase the volume of employment. For 

a. The war diverts production to war purposes. When 
the war ceases, the equilibrium of industry has to be 
regained. 

b. It destroys wealth and leaves the world the poorer 

c. It burdens industry with a load of high taxation 

d. Because of the poorer world there is less demand for 

commodities 

e. The productive capacity of the nation is impaired 
/, Markets and goodwill are lost 

g. These conditions may be aggravated by peace con¬ 
ditions 

h. For if reparations are imposed, then 

i. If they are paid in goods, they affect adversely 
the industries of the country receiving them 

ii. If in gold, then it entails the “rationalisation” 
of industry and increased competition 

The causes of unemployment are 

1. Particular 

2. General 

The particular causes of unemployment are 
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1. Casual labour or casual demand for labour 

2. Seasonal trades 

3. Changes in 
due to 

a. War 

b. Climatic conditions 

c. Disease affecting the source of supply 

4. Changes in the demand for a commodity which may 
be due to 

a. Change in fashion 

b. Change in public taste 

c. The entry of a substitute 

5. Technical changes within the industry. The progress 
of industry. (Water power replacing coal, the taxi 
replacing the cab) 

The general causes of unemployment are 

1. Faulty anticipation of demand 

2. Faulty estimate of demand 

3. Imperfect co-operation among producers 

4. The fact that industries cannot expand or contract 
at the same rate 

5. The “Sun spot theory” as a cause 

6. The greater risk of over-production of producers’ 
goods 

7. Tlie “Under-consumption theory” as a cause 

8. The influence of banks and their monetary policy 

9. The “Psychological theory,” the fact that industry 
and commerce are based on “confidence” 


pply of a commodity, which may be 


Chapter XVIII 

TAXATION 

I. In the eighteenth century there grew up in England 
the ideas and the policy of laissez faire. 

It was thought that Freedom of enterprise meant Oppor¬ 
tunity for enterprise. 
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2. The State enters into the Economic arena to 

1. Facilitate 

2. Supplement 

3. Control private enterprise 

according as it tHnks fit. 

A. In production by 

1. Factory laws 

2. State insurance 

3. Labour exchanges 

4. Trades boards 

5. Housing laws 

6. Patent and copyright laws 

7. Its influence on the number and quality 
of the population 

It so helps to reduce the Subjective Costs of industry. 

B. In distribution by 

1. Giving free education and granting 
pensions 

2. Providing museums and parks 

3. Housing schemes 

because of this 

1. Wealth and welfare are not identical 

2. There is a growing income from “Civic 
Rights” 

3. The analogy between the State and the individual 

1. They bo^ have wants and a standard of living 

but 

2. Whereas the individual employs labour only at a 
profit, the State does so to increase welfare 

3. Individuals do not receive from the State benefits 
in proportion to their payments (the less one contri¬ 
butes, the more does one receive) 

4. The State decides its wants first, and then seeks a 
revenue to satisfy its wants 

4. Government expenditure has been divided into 

1. Productive, when some revenue can be shown 

2. Unproductive, when no monetary return can be shown 
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The income of the state is obtained from 

1. Its property 

2. Its productive enterprises 

These are known as Quasi-Private state revenue. 

3. Taxation 

5. Taxation is divided into 

1. Direct—taxes on income 

2. Indirect—^^taxes on goods, which can be 

a. Excise duties or 

b. Customs duties 

When the duty is levied on the value of the goods it is 
known as Jd Valorem. When on the quantity of goods it is 
known as Specific duties. 

Where the burden of the tax falls is known as its Incidence 

1. In the case of Direct taxes, generally on the payer 

2. In the case of indirect taxes, generally on the final 

consumer 

The state may use taxation for 

1. Revenue purposes 

2. Moral purposes 

3. Social purposes 

4. Political purposes 


6 . 


I. 


2. 

3 - 

4 


The Canons of taxation 

Equality. This does not mean Proportionate but Pro¬ 
gressive taxation. Generally Direct taxation can be 
made Progressive. Indirect taxation is generally 

Regressive. 

Certainty 

Convenience 


Economy 
and that they should be 

Productive 


5 - 

6 . 


Elastic 


7 - 


The arguments for Indirect or Direct taxation 
I. Indirect taxation 

a. Easy to collect because people do n 
they are Paying 


know 
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h. Only luxuries need be taxed 

c. Can be used for moral as well as Revenue 

purposes 

d. No evasion possible 

2. Direct taxation 

a. Low cost of collection 

b. It is generally productive and 

c. Also elastic 

d. The taxpayer knows what he is paying and so 
it may be an aid to citizenship 

e. Can be easily adjusted to be Progressive 

8. Contrast between Taxes and Rates 

1. Rates vary according to locality. Taxes are uniform. 

2. Rates are levied on property. Taxes are levied on 
a variety of objects. 

3. The amount of money due from rates is known. The 
amount to be brought in from taxation is never 
known exactly. 


Chapter XIX 

THE STATE AND TRADE. PROTECTION AND FREE TRADE 

A. The Bullionist Theory of International Trade. 

1. Assumed that money was wealth 

2. Regulated imports and exports with a view to en¬ 
riching England 

3. Discouraged export of money and import of goods 

4. Encouraged export of goods and import of money 

5. Laws passed to prevent England being “drained of 
gold” 

This theory was modified to 

B. The Mercantile Theory. 

1. Aimed at security a “Favourable Balance of Trade” 

2. To restrict the import of those goods which could be 
produced at home 
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3. Export of goods was encouraged by bounties 

4. Can be summed up as “Protective duties on imports 
and Bounties on exports” 

5. For the ultimate aim was 

a. Power rather than plenty 
h. Security rather than abundance 

C. Under the influence of the Industrial Revolution of the 
eighteenth century, the Mercantile ideas were abandoned and 
Free Trade was adopted. 

D. Many states desire to alter the localisation of industries 
which have grown up as a result of historical and economic 
causes by imposing a Tariff. 

E. There have been many arguments used in favour of a 
Tariff. 

1. Protected industries flourish 

2. Tariffs should be used as an emergency measure to 
cure unemployment 

3. To protect well-paid workers against sweated labour 

4. To prevent dumping 

5. To nurse infant industries 

6. To prevent the risks of over-specialisation 

7. To secure political independence, and as an insurance 

against war 

8. To make the foreigner pay. To “tax the foreigner.” 

F. Free Traders reply that in all cases 

1. Imports are taxed because they are cheaper than 

home-made goods 

2. Consequently goods are made dearer for the consumer 

3. In addition, the export trade suffers 

and they answer in turn these arguments by saying to 
I. If all industries were protected it would mean 

a. Dearer goods to the consumer 
h. Foreign trade would suffer 

c. The advantages that are obtained by the 

localisation of industry would be lost 

d. Of course no country can produce all its wants 
on its own territory advantageously 
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That as an emergency measure it would not answer 
its purpose, for 

a. The unemployment would be diverted to the 
exporting industries 

b. A tariff once imposed is difficult to remove 

c. It would mean diverting the factors of pro¬ 

duction to produce goods for which the area 
is not suited relatively 

That a tariff would only protect well-paid workers at 
the expense of the community who pay dearly for 
their goods and also at the expense of the export trade 

a. In addition, wages are not the only cause of 
cheap goods 

b. It is also difficult to define the exact meaning 
of sweated labour taking into account varying 
standards 

e» It would be better to let conditions be improved 
by international labour regulation and by 
local trade union action 

d. For a tariff would only direct the factors of 
production along artificial channels 

As a cure for dumping it is argued that 

a. Dumped goods are paid for; they are not a free 
gift 

b. Why protect the consumer against cheap 

goods? 

c. If the dumper hopes to destroy native in¬ 

dustries in order to secure a monopoly, then 
he has to face the opposition of other pro¬ 
ducers. He cannot secure a world monopoly 

d. And as soon as the goods are dear, competition 
will reappear 

Dumping is spasmodic and it is unwise to 
divert the factors of production to meet a 
temporary situation. 
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5. Tariffs would not nurse infant industries, for 

a. At the best it is a grave risk; it is not known 
whether the industry is suitable 

h. It is more economical to import the commodity 
and give in exchange a commodity for which 
the area is better suited 

c. There is the risk of diverting resources into 

wrong channels 

d. The industry will never in fact grow up. It 
will always claim to be “infant.” 

to 

6. Tariffs are not needed to protect a country against 
the risks of over-specialisation, for no country is so 
over-specialised 

a. Specialisation is necessary to secure the 
advantages of division of labour 

b. Losses and gains are balanced out 

to 

7. Tariffs may be able to secure perfect independence of 
foreign food supplies and war supplies, but only 

a. At the risk of losing all the advantages of 
specialisation, division of labour and of trade 

b. Logically then the country should divert all 
its resources to preparation for war 

to 

8. Tariffs might in very exceptional circumstances make 
the foreigner pay, but 

a. If the imported goods are dear, then the con¬ 
sumer suffers 

b. If the same amount is sold, then it affords no 
protection to the native industry 

c. The foreigner might be made to pay if the 
country had a monopoly of a commodity of 
inelastic demand by imposing a duty on 
exports. Such a condition is rare. 

Free Traders claim that the highest standard of living is 

only possible when 
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4. The world’s resources are applied to the pro¬ 
duction of goods in those areas which have 
the greatest relative advantages 

b. That the economic interdependence of the 
world results in 

i. Greater productivity 

ii. Lower price per unit of production 

c. That tariffs once imposed are difficult to re¬ 

move, for they create vested industries 

d. They encourage monopolies. 

e. Business men turn to the government for pro¬ 
tection rather than reorganise their industry 


Chapter XX 

THE DEVELOPMENT OF ECONOMIC SCIENCE 

Learning can be divided as follows 

Knowledge or Scientia 


Inanimate Matter Animate Matter 


Chemistry Physics Man Animals 


Ethics Politics Law Economics 

Economics is then a Social Science dealing with Man in his 
relations to other men in the sphere of earning his living and 
spending his earnings. 

Because it deals with Man 

I. Bias is more probable than in dealing with other 
matter 
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2. It is difficult to divide off this science from other 
social sciences 

3. It is difficult to conduct any experiments 
Economic Laws then might be true only if it were possible 

to isolate Economic Man entirely. For the purpose of study 
however such an Economic Man is assumed. Economic Laws 
are tendencies not unfailing rules. 

If it is objected that it is not a science because: 

1. Theories now discarded have passed as laws 

2. Economists differ 

then 

1. The same is true of all physical sciences 

2. In addition, it is essential to have exact knowledge 
on such an important department of life 

Economic Science passes through the three stages of all 
sciences 

1. Hypothesis 

2. Theory 

3. Law 

and it follows the usual scientific methods of 

1. Deductive method, reasoning from certain axioms 

2. Inductive method reasoning from many and varied 
data 

Chapter XXI 

THE POPULATION PROBLEM OF THE TWENTIETH CENTURY 

In 1798 Malthus wrote his book on Population which re¬ 
sulted in: 

1. Greater concern in our population problems 

2. The first Census being taken in 1801 

From 1801 to 1871 every Census recorded an increasing 
birth rate, a decreasing death rate, and a growing population. 

Our Victorian prosperity was based on an expanding popu¬ 
lation. 

The Death Rate is measured by the number of people who 
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die every year, in proportion to every looo of the population. 

The Birth Rate is measured by the number of children born 
every year in proportion to every lOOO of the population. 
These rates will vary according to: 

1. The Age Composition of the people 

2. 'Fhe proportion of men and women in the population. 

The Natural Increase of a people equals the excess of births 
over deaths. 

From the 1870s the birth rate began to fall. Till the ’70s 
our population increased, and many people feared the Mal¬ 
thusian forecasts, that population would outgrow food supply. 
Since the ’70s the British people have been growing: 

I. Older 

and 2. Smaller in numbers 

There has been a close relation between Population and 
Power in the world. 

The phenomenon of ageing and declining peoples has 
affected the entire White population of the World—except 

the Russians. 

The future population can be foretold by: 

I. The Fertility Rate 
and 2. The Net Reproduction Rate 

The Fertility Rate is the number of births per 1000 women 

between the ages of 15 and 50 in any year. 

The Net Reproduction Rate is the average number of girls 
that will be born in the future by a girl born now. 

The Net Reproduction Rate in 1930 for England and 
Wales was 0.8. If the Net Reproduction Rate were Unity 

then: 

I. The total population would remain stationary 
and 2. The Age Composition of the population would re¬ 
main stable 

Some possible economic consequences of a falling popula- 
tlon: 

1. Population may fall below the Optimum Figure. We 
may become a poorer as well as an older people 

2. Production may outstrip consumption and thus 
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create unemployment. But the decline in numbers 
might be offset by a rise in living standards 

3. It may remove the recovery-factor in a slump. But 
this might be met by a full employment policy 

4. The ageing age-composition of the people may be 
reflected in new demands and consequently new 
types of goods and services 

5. There may be a decline in inventiveness and in the 
pioneering spirit. The dominance of the aged will 
become pronounced 

6. It may create growing immobility of labour 

7. An older people will have greater burdens: 

1. Greater costs of all public utilities 

2. Greater burden of the National Debt per head 
of the population 

8. Our Social Services may become a heavier charge per 
head of the population. A smaller productive popula¬ 
tion will have to support a larger pensionable popula¬ 
tion. 

9. The problem of emigration may grow acute. Is it wise 
to permit the most productive elements in the popula¬ 
tion to give their capacity to a land that has not con¬ 
tributed to their training, and withdraw it from a 
land that has provided their skill? 

10. Should we fail in a civilising duty to posterity by not 
checking depopulation? 

Chapter XXII 

THE PROBLEM OF INTERNATIONAL TRADE AND FOREIGN 

EXCHANGE 

The Wars of the Twentieth Century have resulted in: 

1. A desire for self-sufficiency, or Autarchy 

2. An emphasis on economic nationalism 

The Bank Charter Act of 1844 regulated the quantity of 
currency in Britain. The country was then on the Gold 
Standard, which meant: 
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1. The Mint Rate and the Bullion Rate were identical 

2. The right of Free Mintage obtained 

3. Notes and Gold were convertible on demand 

4. Gold was freely exported and imported 

Then in 1914 there came the First World War. It was 
financed by: 

1. An Issue of Paper Money, i.e., Inflation 

2. A large internal loan 

3. Increased taxation 

4. The sale of foreign investments 

5. Large borrowing from the U.S.A. 

As a result, the £ Sterling lost its pre-war value. In order 
to avoid the disastrous results of inflation, in Britain, in 1925 
was passed the “Churchill” Gold Standard Act which restored 
the Gold Standard. This drastic deflation created new 
problems. 

In 1928 the Currency and Bank Note Act was passed, 
which increased the Fiduciary Issue. 

The Monetary problems were complicated by the post-war 
economic difficulties, that led to and created the Economic 
Crisis. 

In 1931 the Currency Devaluation Act was passed that 
devalued the £ Sterling. 

In face of the International economic situation there were 
created: 

I. The Sterling Area, 

and 2. The Exchange Equalisation Account, set up by the 

Finance Act of 1932 

For in the period 1919-1939, Trade had already suffered 
from such autarchic devices as: 

1. Tariffs 

2. Quotas 

3. Preferences 

4. Exchange restrictions 

5. Lowering the value of currencies 

Exchange was facilitated between countries which volun¬ 
tarily came into the Sterling Area. 
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The Exchange Equalisation Account: 

1. Corrected any lack of balance in the exchange 

2. Provided for exchanges with countries that adhered 
to the Dollar 

3. Dealt with speculative attacks on the currencies 
For speculation may be in: 

1. Commodities 

2. On the Stock Exchange 

3. Currencies 

In a world of risk, speculation may be socially of value, if 

it: 

1. Lessens price fluctuations 

2. Averages supply and demand 

3. Makes possible steadier prices and so enables pro¬ 
duction to run more smoothly 

Of course speculation may be socially harmful. It was one 
of the alms of the E.E.A. to prevent speculative attacks, “bear 
attacks”, on the £ Sterling. 

In 1939 the second World War broke out. 

1. The Government passed the Currency Defence Act 

2. The Fiduciary Issue was further raised 

The Sterling Area was revived as a Bloc, as a result of the 
war. 

The economic and financial uncertainties led to plans for 
financial co-operation: 

The Keynes Plan, 

The White Plan, 

both of which have certain elements in common: 

1. The creation of some kind of International bank ^ 

2. The creation of a new international monetary unit 

3. Creditor countries to pay a charge for their holding 
in the International bank 

In 1945 the Bretton Woods Agreement was signed to 
create: 

1. An International Monetary Fund 

2. An International Bank for Reconstruction and De¬ 
velopment. 
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Chapter XXIII 

THE PROBLEM OF CURRENCY AND THE BANK OF ENGLAND 

0 

In 1694 the Bank of England was founded. 

Although in law it was a private company, it was in fact a 
national institution. 

In 1797 it suspended cash payments which were only re¬ 
sumed in 1821. 

This experience predisposed the nation in favour of sound 
money. The Bank was regulated by Acts of Parliament, the 
Bank Acts of 1826,1833, and Peel’s Bank Charter Act of 1844. 
By the Bank Charter Act of 1833: 

1. Bank of England Notes became legal tender for sums 
over £5 

2. Joint Stock Banks were legalised within a 65 miles 
radius 

This made possible the formation of what later became the 
Big Five. 

By Peel’s Bank Charter Act of 1844: 

1. Note Issue Banking was divided from Deposit Bank¬ 
ing 

2. The Issue Department was to have a gold backing 
for Notes issued, except the Fiduciary Issue 

3. Notes and gold were interchangeable 

4. The Bank was to publish a weekly Return 

As the Government’s Bank the Bank of England receives 
the Revenues of the nation. 

From this, the Government pays: 

1. The Consolidated Fund Charges, the regular pay¬ 
ments to: 

a. The Royal Family 

b. Judges 

c. Interest on the National Debt 

2. The Annual Appropriation Bills for the service of 

the State 

The Government further borrows from the Bank of Eng- 
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land by Exchequer Bills. They form the Floating Debt. 

The Bank of England has also become the Bank of the 
Joint Stock Banks. 

The Joint Stock Banks can create credit mon^^y by: 

1. Granting Loans. “Every loan creates a deposit” 

2. Discounting Bills 

3. Loans to the Money Market 

4. Buying Government Securities 

5. Buying new premises 

The Bank of England can also create credit money by: 

1. Ways and Means Advances 

2. Discounting Bills and Government Loans 

3. Loans on the Money Market 

4. Purchase of Gold 

5. Open Market Transactions 

There were criticisms of the Bank Charter Act: 

1. It tied the hands of the Bank too rigidly 

2. Production of goods might outrun the volume of 
money 

3. In every crisis the Bank Act was suspended 

The Bank Act was again suspended when war broke out in 
1914. But in 1925 we again returned to the Gold Standard. 

In 1928 by the Currency and Banking Act the Fiduciary 
Issue was again raised. 

In 1932 by the Currency Devaluation Act the £ Sterling 
was devalued. 

When war broke out in 1939: 

1. The Fiduciary Issue was again raised 

2. The E.E.F. was used for war purposes 

The demand became more vocal for the Nationalisation of 
the Bank of England. 

Those who wished it argued: 

I. That the national character of the Bank of England 
should be recognised 

a. That Statute should regulate what had grown up in 
fact 

3. That the control and regulation of the amount of 
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money in circulation should be under the control oi 
law 

Those who opposed nationalistion argued: 

1. That it was an untried 'theory 

2. That Government control was already sufficiently 
efF ecti ve 

3. That the Act of 1928 had given to the Government 
the profit of an increase of credit money 

In 1945 by the Dalton Bank Act, the Bank of England was 
nationalised: 

1. The Bank of England was transformed into the Bank 
for England 

2. The Crown re-established its ancient right of being 

the sole source of the medium of exchange in the 
realm 

3. The Shareholders were compensated by receiving 
Government Stock at 3% 

Chapter XXIV 

THE PROBLEM OF FULL EMPLOYMENT 

The question of full employment has become urgent in the 
twentieth century because of: 

1. The experience of the rhythmic character of slump 
and boom 

2. The fact that wars in the twentieth century have 
“cured” unemployment 

3. The newer conception of the functions of the State. 

Unernployment is a moral and a political as well as an 
economic problem. 

Because of the fear of unemployment: 

1. Men have opposed technical improvements and been 
hostile to machinery 

2. The entry of women into industry has been feared 

3. Aliens’ Laws have prevented immigration of labour 
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4. Trade Unions have demanded long apprenticeship 
and high subscriptions 

Unemployment: 

1. Wastes the productive activities of the community 

2. Has led to the waste of goods, when produced 

3. Demoralises the unemployed, whether rich or poor 

Employment or work is not aimless self-fatigue. It implies 
the sale of effort and skill for an income. 

Insurance does not cure unemployment. It alleviates the 
distress consequent on unemployment. 

Unemployment can be divided into: 

1. Structural—when too large a labour force remains 
attached to an industry or an area 

2 . Mass unemployment 

The two varieties are in practice interwoven. 

Unemployment is increased by the immobility of labour. 
Frictions that prevent the mobility of labour may be: 

1. Ignorance 

2. Incapacity to work to new techniques 

3. Legal factors 

4. Local loyalties 

5. Human inertia 

The State has attempted to modify these frictions by: 

1. Labour Exchanges 

2. Controlling the location of industry to: 

1. Mix employment 

2. Prevent unsuitable siting 

3. Create “development areas” 

4. Provide training and re-training for new in¬ 
dustries 

General or Mass unemployment reached disturbing figures 
during the Economic Blizzard of 1929-31. 

A cause of general unemployment is a decline in total 

monetary expenditure. 

Employment depends on spending. Employment creates 
employment. 
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The total spending can be divided into: 

1. Private 

2. Public 

3. Foreign 

When individuals spend they buy either: 

1. Consumption Goods 

2. Production Goods 

They buy Consumption Goods directly. 

They buy Production Goods indirectly, by Investments. 
When a person buys Production Goods he has to wait for 
a return, so this form of spending is known as Saving. 
Spending and Saving however are both Outlay. 

The Government too spends on Present goods and saves 

or buys Production or Future Goods. 

So do semi-public bodies such as the B.B.C., Dock and 
Harbour Boards, as well as the Local Government Bodies. 

When foreign companies buy here, they too add their out¬ 
lay to the total outlay that determines the range of employ¬ 
ment here. 

Unemployment generally begins in the Construction In¬ 
dustries, because: 

1. Investment is unstable 

2. A psychological depression precedes the actual de¬ 
pression 

3. Construction Goods are durable 

4. Many other industries depend on the industries that 
may feel this psychological depression 

And the slump once begun deepens, because: 

1. Unemployment creates unemployment 

2. The Government itself is affected. It begins economy 
cuts 

So it has been suggested that unemployment might be 
mitigated by: 

I. The Government inaugurating a policy of public 
works, although such a policy should be prepared 
beforehand 



402 


SUMMARIES 


2. The Government acting in an anti-cyclical direction 
by: 

1. Not making cuts in salaries 

2 . Maintaining spending 

3. The Government not balancing its budget for the 
particular year in question, by having a budget for 
longer than a year 

4. The Government varying: 

a. Income Tax, 

b. Social Insurance premiums, increasing them 
when employment was general, and decreasing 
them when unemployment rose, so that the 
monetary expenditure might remain relatively 
stable 

Other economists wish to be more radical in their treat¬ 
ment to create full employment for all, to maintain total 
monetary expenditure, so as to produce full employment for 
all. 

They envisage: 

1. A new kind of Budget by the Minister of National 
Finance, who would plan the total outlay so that it 
equalled the productive capacity of the people 

2. An Economic General Staff to plan the nation’s 
resources, which would deal with man-power, pro¬ 
ductive capacity, national resources and equipment 

The Minister should plan outlay by fostering: 

1. Private consumption 

2. Private investment 

3. Public spending 

4. Exports 

He might encourage private consumption by: 

1. A comprehensive scheme of social insurance 

2. Bulk purchase and distribution, at controlled and 
variable prices 

3. A comprehensive Housing Plan 

4. A National Health Service 
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5. A “free” distribution of goods, to maintain full pro¬ 
duction 

6. Improving the nation’s equipment 

He might foster exports by: 

1. Increasing the efficiency of producers 

2. Long term contracts 

3. A guaranteed market 

4. Securing a stable market for our goods abroad, 
although it might be more difficult to secure such 
stability of exchanges of goods with another indus¬ 
trial country 

Planning for full employment may also mean planning 
for its implications: 

1. Planning for total outlay 

2. Planning for a new type of budget 

3. A Planned currency 

4. A National Wages Policy 

5. A Planned Price Control 

6. And it raises the problem of industrial discipline 



QUESTIONS 

Chapter I 


in what respects could the following be classified s)s pro¬ 
ducers: a judge, a soldier, an architect, a tax collector, a 
shop assistant, a farmer? 

How would you classify human wants? How far does 
their study help in understanding the problem of pro¬ 
duction? 

What are the differences between the production of com¬ 
modities and of services? 

How would you define an industry? What kinds of 
industries are there in our present economic society? 
Explain what is meant by the Law of Satiable Wants. 
What conclusions would you draw from this Law? 

How far would you agree that our wants are {a.) Com¬ 
petitive, {b.) Complementary? Would this classification 
apply to commodities only? Or would it apply equaUy 
to services? 


Chapter II 

Distinguish carefully between Wealth and Capital. What 
differences are there between them and what similarities 

have they? 

On what personal factors does the efficiency of labour 
depend? Does a man’s productivity depend entirely on 

his own efforts? 

What is the function of capital in the productive process? 
What is meant by material and non-material capital? 
Examine the view that only the extractive industries have 
the right to be considered productive. 
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5. Examine the relation between the population of a country 
and the labour supply of that country. How could the 
productivity of that population be increased? 

6. What exactly do you understand by the phrase “the 
factors essential if production is to take place”? 

Chapter III 

1. Do you think that the advantages of the division of labour 
outweigh the disadvantages? What do you regard as the 
main advantages of specialisation? 

2. Do you agree that there are now more personal services 
than formerly? Can you give reasons for your answer? 

3. “Division of Labour alone is sufficient to account for the 
difference between the condition of primitive man and 
the man of Western Europe in the twentieth century.” 
Do you agree with this statement? 

4. Why is industry so localised and concentrated? What 
advantage is gained by the localisation of industry? 

5. What factors are at present helping to de-localise industry? 

6. Why is the specialisation in the making of motor cars 
more intense than in the growing of corn? 

Chapter IV 

1. Account for the survival of the small firm in face of the 
fierce competition of the large firm. 

2. Give in detail what you regard the chief economies of 
Large Scale Industry. 

3. Explain the value of {a) Organisation, (Jb) Risk Taking, 
to industry. Do you agree that they should be included 
among the Factors of Production? 

4. Account for the remarkable growth of the Joint Stock 
Company with Limited Liability. 

;. Mc'ntion any three industries which are organised on a 
Small Scale and three which are organised on a Large 
Scale and account for the difference. 
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6. Why is industry conducted {a) ahead of demand (b.) in 
anticipation of demand? What advantages are secured 
thereby and what disadvantages? 

Chapter V 

1. How far would you agree that our present society is a 
Competitive Society? What economic advantages are 
secured? 

2. What forces are there making for Combination in industry? 
How far are they successful? 

3. Analyse the various types of combinations in industry. 
Which do you consider the most powerful? 

4. What special economic advantages has the Co-operative 
Society over the ordinary store? 

5. Account for State control over “Technical” Monopolies, 

6. What are the limits of Large Scale Industry? 

Chapter VI 

1. How would you explain why England was able to support 
four times as many people in 1930 as in 1830? 

2. Explain the application of the Law of Non-Proportional 
Returns to the Extractive Industries, the Constructive 
Industries and the Commercial Industries. 

3. What do you mean by the Optimum Population of a 
country? What are the difficulties in calculating the 
Optimum Population for any particular country? 

4. Compare the populations of China and Australia. What 
arguments would you use to prove that China was over- 
populated and that Australia was under-populated? 

5. Explain what is meant by the Law of Diminishing Returns. 
Why is it important? 

6. What hindrances are there to the Optimum Distribution 
of the Population between different areas and different 
occupations? 
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Chapter VII 

1. Account for the large number of followers of the Labour 
Theory of Value. How would you criticise this Theory? 

2. What resemblances and what differences do you find 
between the Labour Theory of Value and the Cost of 
Production Theory of Value? 

3. Explain and illustrate the Law of Diminishing Utility. 
Are there any exceptions to this Law? 

4. What is meant by the Paradox of Value? How does the 
Marginal Utility Theory of Value solve the difficulty? 

5. Criticise the following statements: 

a. Price depends upon the utility of goods and services. 
h. The price of goods and services depends on the cost 
of producing them. 

c. The price of motor cars is high, because of the 
enormous labour required to make them, while the 
price of chairs is low because little labour is needed 
to make them. 

Which is the correct statement? 


Chapter VIH 

1. What causes affect the elasticity of the supply and the 
elasticity of demand of commodities? 

2. In what respects is Monopoly price determined in a 
different way from competitive prices? 

3. “The scarcer an article is, the more valuable it is. In 
order to be wealthy, therefore, society should attempt 
to make things scarce.” Do you agree? 

4. What relations exist between the prices of articles in 
commodities of joint supply? 

5. What are the chief functions of prices in economic society? 
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Chapter IX 

1. What are the services rendered by a good currency in 
modern economic society? 

2. What is meant by the Gold Standard? Explain why 
England adopted a Mono-metallic Gold currency. 

3. What are the advantages of Paper Money? Do you agree 
that Paper Money always means inflation? 

4. Do you think that Gresham’s Law has been borne out by 
events since the Great War? 

5. There is far more money in England to-day than before 
the war. Does that mean that England is richer? 


Chapter X 

1. How would you distinguish between Depreciation and 
Debasement of the currency? 

2. Who would benefit and who would suffer under Inflation 
and under Deflation? Explain why. 

3. “Periods of inflation are periods of active trade, little 
unemployment, rising wages and high profits.” What 
arguments would you use against those who would suggest 
that, as inflation causes these very desirable results, why 

should not then the country issue paper money and 
inflate? 

4. Explain the value, the use and the construction of Index 
Numbers. 

5. State carefully and clearly the Quantity Theory of Money. 
Of what practical application is this theory? 

Chapter XI 

I. Indicate the main functions of the Banker. How can he 
lend out more money than is actually deposited with him? 
What dangers has he to face in so doing? How does he 
surmount these dangers? 
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2. What are the chief effects of the Credit system on pro¬ 
duction? j • • 

3. If war makes a country poorer, why have deposits m 

banks increased since the War? 

4 Write out the balance sheets of (a) a Joint Stock bank, 
(b.) the Bank of England. Indicate the meanings of the 

various items. 

5 What is meant by 

a. The “bankers’ dilemma”? 

The “art of banking is being able to distinguish be¬ 
tween a bill of exchange and a mortgage?” 

c. “The banker exchanges money for credit and credit 

for money”? 

d, “A banker makes his profits by adding to the media 
of exchange”? 

Chapter XII 

1. Give an account of the English money market. What 
transactions are carried out on this market? 

2. Distinguish carefully between the price of money and the 

value of money. ^ i j » 

3. What are the main advantages of International Trade? 

How are the goods paid for? 

1. “It may pay a country to import a commodity which she 
can produce more cheaply herself.” How do you account 

for such a statement? 

3. “Exports pay for imports.” How do you reconcile this 
statement with the fact that purchases of foreign goods 
are paid for in money? 
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Chapter XIII 

1. Explain carefully what is meant by the term the National 
Income. What difficulties are there in arriving at the 
figure? 

2. Examine the relation between wealth and welfare. If you 
knew that (a.) two countries; (b.) two individuals had the 
same incomes, how far would that help you to estimate 
their welfare? 

3. What are the main sources of income at the present day? 
Have people always obtained their incomes in the same 
way? 

4. If you were appointed dictator, what methods would you 
adopt to increase (a.) the wealth, (b.) the welfare of the 
community? 

5. Explain the following terms: 

a. The “subjective costs” of industry, 

b. Gross Income and Net Income. 

c. Non-Material Equipment. 

d. Income and Capital. 


Chapter XIV 

1. Examine the two statements, “Rent is an unearned incre¬ 
ment,” “Rent is a surplus not a cost.” Do you agree with 
them? 

2. Explain carefully the terms Quasi-Rent, the Rent of Ability. 

3. Contrast land as a factor of production with capital and 
labour. Would rent disappear if land were unlimited in 
amount, and if land were not subject to the law of non¬ 
proportional returns? 

4. What resemblances exist between the rent of land, the 
profits of business, and the interest on capital? 

5. What economic problems would arise if an attempt were 
made to abolish rent and interest? 
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Chapter XV 


Discuss the chief difficulties in assessing the Real wage 
from the Money wage actually received. 

Distinguish carefully between “Subsistence and the 
“Standard of Life.” Which of these two do you think has 

any influence on wages? . 

Explain why it is that {a.) Wages are generally higher in 

Canada than in England, (b.) and in England than m 


Mention some of the special problems arising from the 
demand and supply of labour. What difficulties arise in 
applying the general theory of value to the wages of 

labour? . , 

Suppose that all the barriers which now prevent women 
obtaining employment in certain industries were removed. 
What effect would you expect to follow on (a.) The wages 
of women, (^.) The wages of men? 


Chapter XVI 

“Interest is the price of abstinence.” “Interest is the 
yAce of time.” Explain these theories. Which is the more 

correct? , . r 

Indicate the chief factors which determine the rate of 
interest. 

What other elements are included in the ordinary term 
“profits”? Why does the rate of profits vary both within 
an industry and also from industry to industry? 

What arguments would you use to prove that the rate of 
interest will either rise or fall? 

Compare carefully the rent of land with interest on capital 
and with profits of industry. 
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Chapter XVII 

1. '^at are the chief services of the middleman? What 
influence has his efficiency on the volume of employment? 

2. “Wars and earthquakes are not unmixed blessings. They 
create work.” Criticise this statement. 

3. What do you think are the chief causes of unemployment 
in England since the War? 

4. Examine carefully the influence of machinery on unem¬ 
ployment and distinguish between its influence (a.) in 
the short run, (b.) in the long run. 

5. If you were appointed dictator, what measures would you 
take to cure unemployment? 


Chapter XVIII 

1. Why are taxes levied? What do you think is the function 
of taxation? Compare the taxation in a backward and 
in a progressive country. 

2. “Taxation is an evil, but a necessary evil, and the states¬ 
men should aim at its reduction to a minimum.” Do you 
agree ? 

3. What is meant by the term “Income from civic rights”? 
How is such income obtained? Do you think that this 
income might be increased or decreased? 

4. What do you understand by the Subjective Costs of 

industry? How far can the state reduce them without 
injuring industry? 

5. Explain carefully what is meant by the Canons of Taxa* 
tion. How far are they acted upon by the state? 
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Chapter XIX 

“If we are to maintain the high standard of living of our 
workers, then we must protect them against sweated 
labour by means of a tarifi.” Would you agree to this. 

statement ? 

Some people think that it is absurd to buy from the 
foreigner commodities that can be produced at home. 
Do you think so too? 

Criticise the theories of trade accepted by the Bullionists 
and the" Mercantilists. 

Some Protectionists agree that the advantages of Free 
Trade are numerous. Yet they would impose a tariff 
under certain conditions. Can you say which these con¬ 
ditions are? Can you answer the main arguments for such 

a tariff? 

The post-war conditions have produced special problems 
of their own. What are the main arguments for a Tariff 
and against a Tariff, as a cure for some of these special 
problems? 


Chapter XX 


In what respects would you say that Economics is a 


science ? 

“Self interest is to economics what the law of gravity is 
to physics.” Do you agree? 

Examine the influence of the English Classical School of 
economists on English legislation during the first half of 
the nineteenth century. 

“The Theory of Economics does not furnish a body of 
settled conclusions immediately applicable to policy. It 
is a method rather than a doctrine.” Do you agree? 

It is said that Economic Society is based on the maxim, 
“Do what pays you best.” Would you regard this maxim 
as an economic law? Criticise the maxim. 
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Chapter XXI 

1. Compare the population problem in England at the 
beginning of the nineteenth century with that at the 
beginning of the twentieth century. 

2. What do you think may be some of the economic con¬ 
sequences of the changing drift of our population? 

3. How far has the Malthusian theories of population been 

justified by the trends in our population during the last 
half century? 

4. Give an account of the Influences on legislation of: 

1. The Malthusian Theories of the nineteenth century? 

2. The population trends of the twentieth century? 

5. Explain carefully: 

Birth Rate, Death Rate, Natural Increase of a people, 
Fertility Rate, Net Reproduction Rate. 


Chapter XXII 

1. How were the two World Wars of 1914-18 and 1939- 
45 financed? 

2. Give an account of the fortunes of the Gold Standard 
since 1914. 

3. Show how the policy of autarchy expressed itself during 
the inter-war period of 1918-39. 

4. Analyse the implications of speculation in the modern 
world. 

5. Give an account of the working of the Exchange Equalisa¬ 
tion Account. 

6. State the reasons for setting up the Sterling Bloc. How 
does it function? 


Chapter XXIII 

I. Explain the meaning of the following: 

Treasury Bills, Floating Debt, Consolidated Fund 
Charges, Appropriation Bills. 
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2. “Every loan creates a deposit.” Explain this statement. 

3. What is meant by: 

Open Market Transactions? 

Ways and Means Advances? 

4. Give an account of the work of the Bank of England 
today. 

5. Why was the Bank of England nationalised in 1945? 

6. Show how Banks add to the volume of money in circula¬ 
tion. 


Chapter XXIV 

1. On what grounds would you justify Government interven¬ 
tion in the economic field to secure full employment? 

2. What would you say were the causes of: 

a. Structural unemployment? 
h. Mass unemployment? 

3. Can you account for the mass unemployment in Britain 
during the Economic Blizzard 1929-31? 

4. Give an account of the frictions that prevent the free flow 
of labour where it is needed. Show how they increase 
unemployment. What are some of the plans of the 
Government to mitigate these frictions? 

5. Explain why employment creates employment, and unem¬ 
ployment creates unemployment. 

6. Explain what is meant by “a planned economy”. 
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